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INTRODUCTION
orporate entities are expected to balance the interests of various
stakeholders; shareholders among them are the most important, as being
the source of risk capital. Hence, the prime objective of corporate entities is to
maximize the shareowners wealth which is determined by the dividend
payments and appreciation in the market price of a share. A dividend paid to
holders of a company’s shares represents simply a part of the firm’s net profits
that a firm chooses to share with its owners – i.e. shareholders. The payment of
dividend is directly related with the accounting profits. Once a company makes
a profit, it must decide on what to do with those profits. It could continue to
retain the profits within the company, or pay out the profits to the owner of a
firm in the form of dividends. During the first part of the 21st century,
dividends were the basic point of attraction for the investors to purchase stocks.
In view of the serious implications of dividend decision, a firm generally
follows some defined policy, which spells out a proportion of earnings to be
paid to shareholders by way of dividend and the proportion of earnings to be
ploughed back in the firm for reinvestment purposes.
Dividend policy of a firm is assumed to have implications for investors,
managers, lenders and other stakeholders (Brealey, 1994 & Myers, 2002). For
investors, dividends – whether declared today or accumulated and provided at a
later date – are not only a means of regular income (Linter,1956), but also an
important input in valuation of a firm (Bernstein, 1998). Further, dividends are
said to convey about future profitability and the investors have been found to
react positively to dividend increases and negatively to dividend decreases.
C
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This suggests that a higher-than-expected dividend is a “signal” to investors
that the firm’s management forecasts good future earnings. The other side of
the dividend coin is that managers’ flexibility to invest in projects is also
dependent on the amount of dividend that they offer to shareholders as more
dividends may mean fewer funds available for investment. Lenders may also
have an interest in the amount of dividend a firm declares, as more the dividend
paid, less would be the amount available for servicing the debt. Given the
significance of dividend decision, it is also imperative on the part of enterprises
to maintain a steady growing dividend rate, which would work as a catalyst
while raising further finances from the market. But paying out a high dividend
is normally done at the expense of future growth potential since less capital is
directed towards new investments to fuel future corporate growth, which in
other senses means greater dependence one external financing for investment
projects in future. Therefore, a firm should determine its dividend policy in
such a way which would serve its prime objective i.e. value creation for
shareholders.
Dividend decision, a crucial aspect of financial decision-making is
confronted with number of questions like; what are the determinants of
Dividend policy? and more fundamental issue is whether dividend decision
influences firm value or not? If so what is an optimum payout ratio under a
given condition. These and several other questions related to dividend decision
remain perplexing because of diverse and conflicting theories and also due to
diverse empirical results. These conflicting views overshadow the impact of
dividend on the valuation of the firm. On the relationship between the dividend
policy and value of the firm different theories have been advanced. One school
of thought treats it as relevant and the other as irrelevant. A good number of
theoretical models, all lacking strong empirical support, define recent attempts
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by research in Corporate Dividend Behavior to explain the dividend
phenomenon but to come out with concrete conclusions on intensive study of
all the theoretical models together with empirical proof is needed. The
literature on dividend policy has produced a large body of theoretical and
empirical research, especially following the publication of the dividend
irrelevance hypothesis of Modigliani and Miller (1961). No general consensus
has yet emerged after several decades of investigation, and scholars can often
disagree even about the same empirical evidence. A number of studies have
been conducted to explain the various issues related to dividend decision. The
major cross – sectional researches which provide some evidence in these line
are: J. Lintner & John (1956), Gordon (1959), Fama & Eugena (1968), Gupta
(1973), Weston, J.F. & Brigham (1972), Van Horne (1976), Spraakman (1979),
Bhole (1980) & Marsh (1987).
In the Indian Context, a few studies have analyzed the Dividend
Behavior of Corporate firms. Krishnamurty & Sastry (1971), Mahapatra &
Sahu (1993), Bhat & Panday (1994), Narsimhan & Asha (1997) and Narsimhan
& Vijaylaxami (2002) are the very examples of the empirical research carried
out in the field of dividend decisions. However, it is still not clear what the
dividend payment pattern of firms in India is and why they initiate and omit
dividend payment or reduce or increase dividend payments. In India dividend
payout ratio does not appear to matter much as it is the dividend rate and not
the payout ratio that is important to explain the dividend paying behavior of the
companies (Mohanty, 1999).
The term ‘Dividend policy’ refers to “the practice that management
follows in making dividend payout decisions or, in other words, the size and
pattern of cash distributions over time to shareholders” (Lease et al. 2000,
p.29).This issue of dividend policy is one that has engaged managers since the
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birth of the modern commercial corporation. Surprisingly then dividend policy
remains one of the most contested issues in finance. The study of dividend
policy has captured the attention of finance scholars since the middle of the last
century. They have attempted to solve several issues pertaining to dividends
and formulate theories and models to explain corporate Dividend Behavior.
Dividend Policy Behavior in India as well as abroad, involve besides
aforementioned issues, more other conflicting issues ---such as Agency
conflicts, Taxes, Transaction costs, Floating costs, Friction costs and bonus
issues which comprise the areas of interest to the investors. In the corporate
level, agency conflicts concern mainly two pairs of teams: a) managers vs.
shareholders, and b) shareholders vs. bondholders (generally creditors).
Dividend payouts have been argued to mitigate agency conflicts by reducing
the amount of free cash flow available to managers, who may not necessarily
act in the best interests of the shareholders (Grossman and Hart, 1980;
Easterbrook, 1984; Jensen, 1986). Shareholders have a motive to monitor
corporate management, since the management usually has more information on
the situation of a firm than its owners do. Furthermore, management can have
an impact on what kind of information shareholders and markets receive on the
firm. Dividends can be seen as a means for the owners to monitor how the
management is performing in their task of maximizing the value of the firm.
The policy of paying dividends forces managers to go increasingly to the
capital markets, submitting their behavior to market evaluation. Hence,
dividends are considered to play a major role in reducing conflicts between
corporate management and owners. A study by Fenn and Liang (2001) supports
the observation that potential principal-agent problems in firms tend to coincide
with higher profit payouts to owners. Desai, Foley and Hines (2007) also
provide support for the agency theory as an explanation of why firms pay
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dividends. Paying dividends provides a cost effective substitute for shareholder
monitoring.
A firm paying out as dividends any profits it is unable to invest
profitably is more valuable than a firm retaining corresponding profits within
the firm. Although a large dividend payout involves the possibility the firm
may have to resort to expensive external finance, it also constitutes closer
monitoring of the activities of corporate management (see for example, Jensen
1986; Lang and Litzenberg 1989). Owners are able to delegate part of their
monitoring task to other external financiers, which also means reduced agency
costs to be borne by the owners (Jensen and Meckling, 1976).
Dividend policy is also affected by tax factor. Taxes constitute the most
important and “complicated” friction cost. The influence of taxes on dividend
policy is observed by three tax rates---a) that of Corporate income, b) that of
Dividends and c) that of Investors. It is also proved that investors’ preference
or aversion to any dividend policy depends on the relationship among these
three tax rates (De Angelo and Skinner, 2004). In this view, we can state that
an optimal dividend policy is a trade-off between the benefits received from
dividends and the related costs. Dividend policy should be designed so as to
minimize the sum of costs related to capital, transaction and agency costs and
taxation.
Finance scholars have engaged in extensive theorizing to explain why
companies should pay or pay not dividends. Lintner, 1956; Brittain, 1964;
Pettit, 1972; Black Scholes 1973; Dhillon and Johnson, 1994; Charitou and
Vafeas, 1998, studies have determined that in the developed countries, the
decision between paying dividend and retaining earnings has been taken
seriously by both investors and management, and has been the subject of
considerable research by economists in the last four decades. Financial
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economists have therefore, acknowledged the after tax earnings of any business
firm as an important internal source of investible funds and also a basis for
dividend payments to shareholders. The decision to retain, reinvest or pay out
after tax earnings in form of cash or stock dividend is important for the
realization of corporate goal which is the maximization of the value of firm
(Soyode (1975), Oyejide (1976), Ariyo (1983)). In relation to the above
statement, National Bureau Of Economic Research (NBER) in its digest issued
in February 2005 also conclude that the net earnings form the strong basis for
a firm to decide upon dividend payment more precisely and quote --
“Earned equity has an economically more important impact on
the dividend decision than do profitability or growth… firms
pay dividends to mitigate the agency costs associated with the
high cash/low debt capital structures that would eventually
result if they did not pay dividends.” Unquote
Dividend decisions are recognized as centrally important because of
increasingly significant role of the finances in the firm’s overall growth
strategy. Dividend policy connotes to the payout policy, which managers
pursue in deciding the size and pattern of cash distribution to shareholders over
time. Managements’ primary goal is shareholders’ wealth maximization, which
translates into maximizing the value of the company as measured by the price
of the company’s common stock. This goal can be achieved by giving the
shareholders a “fair” payment on their investments. However, the impact of
firm’s dividend policy on shareholders’ wealth is still unresolved.
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A BRIEF HISTORICAL BACKGROUND
It was noted early in the sixteenth century captains of sailing ships in
Great Britain and Holland began selling to investors’ claims to the financial
payoffs of the voyages. At the conclusion of the voyages, proceeds from the
sale of the cargo and shipping assets, if any, were divided among the
participants proportionate to ownership in the enterprise. These distributions
were, in fact, payments that effectively liquidated the venture, or liquidating
dividends. By this practice, claimholders avoided complex accounting
practices, such as accrual accounting procedures. In addition, the liquidation of
ventures minimized potentially fraudulent bookkeeping practices. By the end of
the century, these claims on voyage outcomes began trading in the open
market. These claims to outcomes were later replaced by share ownership.
Even before the development of modern capital market theory, along with the
statistical measurement of the impact of diversification on portfolio risk,
investors in these sailing ventures regularly purchased shares from more than
one captain to diversify the inherent risk in these endeavors. Also, as in the
modern corporation, investors provide capital, while the captains offer their
specialized skills—for instance, seafaring and management skills. However, as
time passed owners began to realize that the complete liquidation of assets at
the end of each voyage was inefficient; start-up and liquidation costs for new
ventures were significant. A track record of success for a captain, and
increasing confidence by shareholders in the accountability of the management
of the firm, gave way to a system of partial liquidation at the termination of
specific ventures—dividends in the range of 20 percent of the profits but not
liquidating dividends. The concept of firms as "going concerns" without a
finite life corresponding to the length of a "voyage" persisted and produced the
first dividend payment regulation. Corporate charters included limitations of
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dividends to payments from profits only. By 1700, the British Parliament had
passed two standards that regulated dividend payments: the profit rule and the
capital impairment rule. The profit rule was intended to protect creditors from
de facto liquidations of the firm to the benefit of shareholders. The capital
impairment rule, which restricted transfers from retained earnings to dividends,
was adopted to provide for the firm’s continuing existence. The success of the
stock ownership structure of shipping companies spread to numerous new
industries in the latter part of the 17th century—for example, mining, banking,
retailing, and utilities.
Corporate dividend payments to shareholders began more than 300 years
ago and have continued as an acceptable, if not, required activity of corporate
mangers, despite the apparent contradictory economic nature of these
payments. It seems that the corporation progressed from original liquidating
dividend, to distribution of all profits (retaining some capital), to a token
dividend payment, the size and frequency of which are left to the discretion of
management. At the same time, alternative schemes of distribution (such as
repurchase of stock, green mail, etc.) and quasi- distribution (such as stock
dividends and splits) have been devised and accepted. Clearly, this evolution
could not have occurred in vacuum .It has been paralleled, if not participated,
by systematic removal of the owners from management, i.e., the separation of
control from ownership.
The first dividend statute in the United States was enacted in New York
in 1825 and was quickly emulated by other states. Following the Civil War, the
majority of northern manufacturing firms paid regular dividends in the range of
8 percent of profits. The general lack of financial information resulted in
investors trying to establish firm value by analyzing the firm's dividend track
record. The general increases in dividend payments were reflected in rising
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share prices. After 1920, U.S. firms for the first time began to "smooth"
dividend payments, i.e., create a relatively stable dividend payment stream less
volatile than earnings. During the 1920s, average payout ratios grew to about
70 percent of profits. In the years following World War II, corporate dividend
policy remained relatively unchanged, and payout levels have stayed fairly
constant. By 1960, the payout level for all corporations was slightly in excess
of 60 percent. Management continued to smooth dividends and, indeed, does so
to this day. Thus, the history of dividends began with the payout of liquidating
dividends when sailing ventures were terminated upon completion and the
profits and proceeds from asset sales were distributed to claimholders.
However, due to inefficiencies induced by total liquidation, dividends began
being paid from profits. Earnings were retained to finance new investments,
and dividend payments became only small partial, or symbolic, liquidations.
Frankfurter and Wood (1997) provide an excellent comprehensive survey of
the history of corporate dividend policy since the inception of shareholder-held
corporations. They concluded their study on the evolution of dividends with the
following observation:
Dividend-payment patterns (or what is often referred to as "dividend
policy") of firms are a cultural phenomenon, influenced by customs, beliefs,
regulations, public opinion, perceptions and hysteria, general economic
conditions and several other factors, all in perpetual change, impacting
different firms differently. Accordingly, it cannot be modeled mathematically
and uniformly for all firms at all times.
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DIVIDEND PAYMENTS: AN INDIAN SCENARIO
In this segment a brief outline of the findings of the major studies done
in Indian milieu is given. The dividend payment patterns and trends of various
Indian companies are highlighted.
Reddy and Rath (2005) examined the dividend behavior of Indian
corporate firms. Dividend trends for large sample of stocks traded on Indian
markets indicated that the percentage of companies paying dividend declined
from over 57% in 1991 to 32% in 2001, and that only a few firms paid regular
dividends. Even though regular payers consistently paid higher dividends than
did other firms, on average. Dividend-paying companies were less likely to be
larger and more profitable than non-paying companies, though growth
opportunities do not seem to have significantly influenced the dividend policies
of Indian firms. Overall for all firms, investment opportunities faced by Indian
firms do not show any distinguishing pattern or trend over the years. The rise
of the number of firms not paying dividends is not supported by the
requirements of cash for investments.
In a study done by Sharma (2007) the dividend behavior of the Indian
firms with the help of signaling and tax effect theory for 1990 - 2005 was
analyzed. It was found that firms paying dividend during this period have
followed continuous progressive trend. In the recent years, companies in the
growth sector like software firms have paid greater dividends as compared to
other sectors firms. The level of dividend payout has increased substantially
from `167.97 crores to `13602.20 crores in 2005. The level of average
dividend has also gone up from `6.46 crores in 1990 to `523.18 crores in 2005.
Though the dividend behavior has followed a continuous up trend, there have
been variations in each year‘s payout pattern. In 1998, the level of dividend
payout fell down drastically due to tax imposition on payers by Indian
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government in 1997, but unlike this, the year 2004 did not show any substantial
increase in dividend payout behavior of companies even after the withdrawal of
taxes in the hands of shareholders in 2003. Similarly, 2000 and 2004 witnessed
low dividends in comparison to the previous years, due to the instable political
environment and volatile market conditions.
Lalitha & Priya (2010) studied dividend behavior of five Indian steel
companies using the statistical tools such as ANOVA, Trend Analysis,
Coefficient Variation, Mean, and Standard Deviation. The study revealed that
Tata steel had highest earnings per share with high dividend amount
declaration while as SAIL which had the impressive growth rate during the
study.
Ramesh and Moorthi (2011) determined the performance of dividends
declaration policies of select pharmaceutical companies in India. They took a
sample of five companies with past six years of their financial statements for
the period from 2005 to 2010. Using statistical tools like Trend analysis, Mean,
Standard deviation and ANOVA they concluded that companies belonging to
the same industry adopted different dividend policies among themselves.
According to them Cipla and Glaxo Smithkline Ltd. have followed a stable
dividend policy, and the trend of both the companies does not follow its
earnings and whereas the other selected companies like Ranbaxy, Dr. Reddy’s
Laboratories and Piramal Healthcare Limited have followed a constant DPS
policy. The DPS of these companies depends upon their earnings. The other
determinant viz; the mean value of Glaxo Smithkline Ltd. had high EPS of
`59.98, and it had declared a high dividend of `20.51 per share which was
observed to be the highest dividend payout share in pharmaceutical industries
adopted for a study. Comparatively, it was also found that Piramal Healthcare
Ltd. had declared dividend for almost all the years of the study, with sustained
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growth rate in its DPS and EPS. From the ANOVA result, they conclude that
companies belong to the same industry followed a different dividend
declaration policy during the study period.
NEED FOR THE PRESENT STUDY
Literature on dividend policies reviewed herein for purpose of the
present work reinforces the fact that number of studies on dividends in
emerging market context is scanty (Azhagaiah, 2008; Kamat 2009 etc).
Dividend policy theories are exhaustively propounded; critically evaluated and
empirically tested in the West, and mostly in the context of developed markets.
Use of reliable databases, wide and deep sample frame and use of
contemporary econometric techniques characterize research on the given
subject. Given the limited published work in developing countries like India, a
need is felt to attempt a comprehensive integration of both, qualitative support
and the quantitative findings on dividend policy.
The tendency to pay dividends is under going a metamorphosis in
developed and developing countries as well. The earlier studies explore typical
dividend determining variables, examine influence of traditional theories and
fit basic regressions on time series or cross-sectional data. Recent
developments in interdisciplinary research and advances in computational
methods have led to use of different variables, test of emerging explanations,
use of pooled data analysis, lag dependent variables, and qualitative variables
to explain dividend behavior in developed markets. No systematic attempts for
comprehensive study have been applied to these emerging techniques in
discovering the determinants of corporate dividend policies in Indian scenario
which however is yet to be in its place.
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The different studies on the subject of Corporate Dividend Behavior have
covered issues like dividend decision and valuation of firm; testing of Lintners
model, relationship between dividend decision and the factors like size, growth,
control and industry; whether companies follow suitable dividend policy in the
long run and managers’ perception of dividend decisions. The issues like
investors’ perception about dividends and whether management considers
dividend decision as a residual decision or not remains largely unexplored.
Further, the number of studies conducted on the subject of dividend decision as
a whole in India are limited as compared to other parts of the world. Also, the
empirical studies in this area of great significance lagged behind the theoretical
research. A critical review of the literature on Indian Companies reveals that
the researches made in the past have carried with them inconclusive theoretical
end. It is presumed to be the result of certain critical unsystematic procedures
undertaken by study groups from time to time such as limited study period,
sample size, sample characteristics and erroneous methodology. An example to
this effect is evident in the study conducted by Jahur and Naznee (2005) where
only a short period of two years has been used as a study period. Thus, a
meaningful inference can not be made from such works undertaken. It is in
view of these and other various facts, the present study entitled “Corporate
Dividend Behavior in India: A study of Select Companies” has been
undertaken with the objective to analyze the influences of firm characteristics
like Size, Control, Growth, Liquidity, Investments and Dividend tax on the
payment payout ratio.
OBJECTIVES OF THE STUDY
Very few studies have analyzed the dividend behavior of corporate firms
in the Indian corporate world. To date, most studies have paid attention on
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influence of cash flow or earnings on the dividend payment of a firm. The
present study however, considers all the possible factors that are likely to
influence dividend decision and is aimed to achieve the following specific
objectives.
 To review the related literature with the purpose to get a right
perspective of the subject matter and to identify the gaps in the existing
literature.
 To study the dividend payment pattern of Indian firms.
 To study the influence of firm characteristics such as Size, Growth,
Control, Liquidity, Investments and Dividend tax on Dividend payout of
sample companies i.e. to identify various determinants of dividend
payout.
 To draw the meaningful inferences about the subject matter and suggest
a frame work for devising a better or appropriate Corporate Dividend
Policy.
HYPOTHESES
The following hypotheses have been laid for the present study:
H1: There exists statistically significant relationship between Dividend payout
ratio on the one hand and Control, Growth, Liquidity and Investments on
the other hand. However, an inverse relationship exists between Growth
and Dividend payout ratio.
H2: Current year’s earnings, Past year’s earnings, Expected future earnings
and Pattern of past dividends are the major determinants of Dividend
decision.
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RESEARCH METHODOLOGY
Sample Design
The present study investigates the influence of firm characteristics such as
Size, Growth, Control, Liquidity, Investments and Dividend tax on Dividend
payout of Indian Companies, listed on National Stock Exchange (NSE) during
2006- 2010, using the data published by the National Stock Exchange named as
“National Stock Exchange Directory”. Every company, which is listed in the
major stock exchange in India, follows a Dividend policy, due to time and
resource constraint, it was not possible to analyze all the companies to draw
meaningful conclusions about the Dividend Behavior of Indian Companies.
Therefore, this study selected S&P CNX Nifty Index as the true representative
Index for studying Dividend Behavior of Indian firms. It is a well-diversified
fifty stock index accounting for twenty two sectors of the Indian economy. It is
used for a variety of purposes such as benchmarking fund portfolios, index-based
derivatives, and index funds. More details as well as organization of this index
are exhibited in Annexure 1. So the population is the fifty stocks included in the
S&P CNX Nifty Index and the sample in this study is the list of stocks which
have not gone for inclusion and exclusion during the analyzing period which
starts from financial year ending 31st March 2006 to 31st March 2010. It was
observed that none of the scrips has been excluded nor included from this index
during the said period. In this study the population under study includes all
widely held public limited companies whose shares are publicly traded through a
stock exchange. The fifty stocks represents 09 different industry types such as----
Infrastructure, Construction & Engineering, Petroleum, Telecommunications,
Banking & Finance, Transportation, Pharmaceuticals, Chemicals, Minerals &
Natural Resources, Power and Diversified. Moreover, we confine our analysis to
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NSE listed firms only and also because all the listed firms are required to follow
the norms set by SEBI for announcing the financial accounts.
Sources of Data
The study is an empirical study. The data on different aspects of
dividend policy has been collected mainly from secondary sources. The data
has been retrieved from capitaline database provided by the Capital Market,
National Stock Exchange Directory, Journals, Magazines and Newspapers.
Incase of any observed discrepancy, published annual reports of the listed
corporate entities have been consulted. Information on Stock price data was
obtained from publication of National stock exchange named as “Index of
Stock Prices”. The raw data collected were converted into the ratios and
classified according to the requirement of the study.
Study Period
The study uses five year data starting from the year ending 31st March
2006 to year 31st March 2010. The period of five years is considered sufficient
for such type of studies.
Selection and Description of Variables
On the basis of research objectives of the study, three dependent and
twelve independent variables have been selected in the present study.
Dependent variables/Response variables
Dependent variable is a variable whose value depends on those of
others; it represents a response, behavior, or outcome that the researcher wishes
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to predict or explain (Huff, 1991). For the present study we have used three
dependent variables viz, Dividend payout, Dividend rate and Dividend yield
which have been briefly described as under:-
Dividend Payout: Dividend payout is the widely used proxy for dividend
policy, almost every financial researcher has used payout as a proxy for
corporate dividend policy (See for example Gugler, 2003; Reddy and Rath,
2005; Papadopoulos, 2007; Al-Malkawi, 2007; Ahmed & Attiya, 2009).
Dividend Payout ratio is calculated by dividing the total equity dividend of one
accounting year by the total earnings of that particular year. The ratio is
depicted as DPt.
Dividend Rate: It is computed by dividing the total equity dividend of one
accounting year by the face value of all the equity shares outstanding at the
close of that year. A relatively high dividend rate indicates the perceived
compulsion on the part of a company to make a high dividend payment for
attracting much needed capital to finance its operations (Anupam & Gupta,
2009). This ratio is depicted as DR t.
Dividend Yield: Dividend yield is third dependent variable. It is calculated as
dividend per share divided by market price per share (Hafeez and Attiya 2009).
Market price has been determined by taking average price of the share derived
from the financial year high and low. This price, often called the mid-range
price, quite closely approximates the average, based on more frequently
collected price quotations such as daily, weekly or monthly price (Gupta,
1981). This ratio is depicted as DYt.
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Independent Variables
An independent variable is a hypothesized cause or influence on a
dependent variable or in other words, it is defined as a manipulated variable in
an experiment or study whose presence or degree determines the change in the
dependent variable. (Darrell 1991). The explanatory variables that have been
studied include ----
Current year’s earnings (Et): The current years earnings which is also known
as profit after tax is representing the capacity of corporation to pay dividends
and thus it has a positive relationship with dividends (Karam and Goyal, 2007).
Besides that, the level of profit is considered as an invariable starting point in
the management’s consideration of whether dividend should be paid or not in
any given year. Adaoglu (2000) confirms that firms listed in Istanbul Stock
Exchange (ISE) follow unstable cash dividend policy and the main factor for
determining the amount of dividend is the earnings of the firm. Current year
earning is the same variable captured by the Lintner (1956) model. The
robustness of this variable in explaining both dividend changes and dividend
payment has been proven by several empirical and survey researches such as
Fama and Babiak (1968), Rao and Sarma (1971), Oyejide (1976), Hagerman
and Huefner (1980), Jose and Stevens (1989). This justifies the inclusion of the
variable in the model of the study.
Past year’s earnings (Et-1): Past year’s earnings may have the effect of
increasing the profitability of the present year that in turn will affect the
dividend payment positively (Healy & Palepu, 1988). This variable is also
important in the sense that consistency in profitability is an indication of good
and stable financial health of a company. Such a condition is generally
essential for a company to distribute dividend on a stable basis (Anupam and
Gupta, 2009).
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Cash position of the company (CPt): This variable is also important as
dividend is to be paid ultimately in the form of cash. As such cash position of
the company to accommodate cash requirement for the purpose of dividend
payments is an important consideration (Anupam and Gupta, 2009). To
increase liquidity firms might lower dividends payouts. Lower payout means
firms will need less outside financing, since they are retaining cash internally to
strengthen liquidity (Muthusamy and John, 2010). This variable is obtained by
adding cash in hand to cash at bank and the value of marketable securities at
the close of the financial year.
Cash flow during the year (CFt): Several studies suggest that cash flow and
earnings convey different information. These studies include Gombola and
Ketz (1983) and Bowen et al. (1986). Some authors have provided evidence
supporting a strong link between cash flows and dividend payment. These
include Yosef and Huffman (1986), Yosef and Venezia (1991), Amidu and
Abor (2006) and Anil and Kapoor (2008). Adelegan (2003) argues that cash
flow is superior to earnings in explaining dividend policy for two reasons. First,
managers may manipulate earnings to maximize their bonus awards to side step
restrictive debt covenant violations (Healey, 1985). Secondly, cash flow is a
more direct measure of liquidity and liquidity is expected to be a contributing
factor in establishing dividend policy. Lawson and Stark (1981), Lee (1983)
and Lawson and Moeller (1996) have argued that organizations should consider
firms’ liquidity in setting dividend policy since the payment of dividend
involves cash flow. This is further justified by the argument in modern finance
theory that an organization’s decision to reduce, increase or maintain dividend
partly reflects its liquidity position (Pandey, 1999). However, Musa (2009)
provide evidence that cash flow has significant positive impact on dividend
policy.
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Current year’s tax ratio (TRt): It is suggested by a number of authors that the
taxation policy of the government may negatively affect the dividends
distributed by the company. High corporate tax rates increase the total tax
payments of the firm, reduces its net income which in turn, reduces its retained
profit (Panda and Lal 1993; Damodaran, 2000). But at the same time higher tax
payment means higher earnings. Higher earnings normally mean higher
capacity to pay dividend given the liquidity position of the company (Anupam
&Gupta, 2009). In this way it is interesting to study the relationship between
the current tax ratio and current dividend payment. This variable is measured as
the ratio of the total tax payments to total profits before tax.
Capital expenditure for the current year (CEXt): Another important variable
that determines the dividend decision is the firm’s capital expenditure. The
extent to which the company decides to finance these expenditure from internal
resources, both dividend and capital expenditure decision would compete with
each other, therefore, capital expenditure in a company is negatively related to
its dividend payments(Goyal and Karam, 2007). If the company has to incur
huge capital expenditure during the current year then it will have fewer
amounts in hand to pay dividend. Decrease in the absolute amount of dividend
will lower the dividend payout, dividend rate and dividend yield (Anupam,
2009). The impact of this variable has been studied by Dhrymes and Kurz
(1964), Mahapatra and Sahu (1993). This variable is calculated by taking the
difference between the net fixed assets of the two consecutive years. Capital
expenditure requirement for the purpose of addition to the productive capacity
of the company or for upgrading the operations has an impact on the cash flows
during a particular period and also on the cash position at the end of a
particular period.
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Expected future earnings (Et+1): Studies on signaling model of dividend
payment suggest that dividend in one year indicates the future prospect of the
concerned company. As such a high or moderate dividend signals better future
prospect of the company. In this way, current year’s dividend is related to
future years’ earnings (Hanna, 2010). This variable is obtained by applying
average growth rate for the past three years on the current year’s earnings after
tax.
Pattern of past dividends (AVGDIVt-1): Pattern of past dividends has a very
significant role in determining the current dividend (Lintner, 1956). Companies
generally strive to maintain an uninterrupted record of dividend payment and
are generally reluctant to decrease dividend rate. They rather prefer a stable
pattern of dividend policy. So increasing trend in past dividends leads a
company to increase its dividend in the current year too Adelegan (2000).
According to Pandey (2001), past dividend paid by the companies is highly
significant to the current dividend payout ratios for all industries in the Kuala
Lumpur Stock Exchange (KLSE). He find that the management of Malaysian
companies always consider past dividend as a more important benchmark for
deciding the current dividend payment. Thus, his findings suggest that
respondents attempt to maintain a high degree of consistency in their firms'
dividends level by referring to the past dividend declared. Musa (2009) found
negative relationship between previous dividend and dividend change and
concluded that changes in dividend payment over the years are negatively
associated with previous dividend. Thus, a positive change in previous
dividend will not necessarily be accompanied by a positive change in dividend
payment over a number of years. This variable is computed by taking the
average of dividends for three years immediately preceding the current year.
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Financial Leverage (LDt): Leverage is defined as total borrowings over total
assets (Ghosh, 2010). Jensen and Meckling (1976), Jensen (1986) and Stulz
(1988) argue that financial leverage has an important role in monitoring
managers, thereby reducing agency costs arising from the shareholder-manager
conflict. Leverage is negatively related to dividends, this means that firms with
low debt ratios are more able to distribute dividends. Aivazian et al. (2003)
argue that firms with lower debt in their capital structure and have more
collateralized assets, have better “financial slack”. Hence, are more able to
distribute income to their shareholders. This result is supported by the agency
costs theory of dividend policy. Support for this argument comes from Jensen
et al. (1992) and Aivazian et al. (2003). However, contrary to this it is also
argued that there is a positive relationship between leverage and a firm’s
dividend policy. This argument is supported by the signalling theory of
dividend policy. Dividends are significantly and negatively related to leverage,
attesting to the fact that high debt is an important constraining factor for firms
in paying dividends (Ghosh and Saibal 2010). More leveraged companies need
cash to pay higher interest and the possibility that creditors limit the dividend
company is allowed to pay in order to restrict their risk (Brockman and Unlu,
2009).
Age of Company (AGEt): Age is defined as number of years since the
incorporation of the firm. Mature firms are expected to be informationally less
opaque and therefore, rely less on internal funds for funding asset growth
(Ghosh, 2010). Besides, age is also a proxy for firm reputation. If reputed firms
pay higher dividends, this would entail a positive sign on the dependent
variable.
Size of Company (St): Existing literature suggests that size may be inversely
related to the probability of bankruptcy (Ferri and Jones 1979; Titman and
Chapter – 1 Introduction
23
Wessels 1988; Rajan and Zingales 1995). In particular, larger firms should
have easier access to external capital markets and can borrow on better terms,
because of limited resources the conflicts between creditors and shareholders
are more severe for smaller than larger firms. Moreover, large firms tend to be
more diversified and their cash flows are more regular and less volatile.
Therefore, large firms should be more willing to pay out higher dividends. To
measure firm size Log of Assets is considered and is expected to have positive
relationship with dividend payout ratio (DPR).
Control (Institutional ownership): Institutional ownership may act as an
alternative monitoring device, and this will reduce the need for capital markets
as external monitoring systems (Zeckhauser and Pound, 1990). Thus, agency
theory hypothesizes a positive relationship between the degree of institutional
ownership and dividend payments. (Jensen, 1986; Zeckhauser and Pound,
1990; Short et al., 2002). Short et al. (2002) stated that “From the tax
perspective, there are clear incentives for (tax-exempt) institutions to demand
high levels of dividends as a result of the bias in the UK tax system in favour of
dividends for tax-exempt shareholders” (Short et al., 2002:109). Therefore, a
positive relationship is expected between dividends and the degree of
institutional ownership. On the other hand, Zeckhauser and Pound (1990)
argued that dividends and institutional ownership are alternative signaling
devices. The existence of large shareholders (institutional ownership) mitigates
the need for dividends to signal good performance (Short et al., 2002). Thus,
the signaling theory expects a negative relationship between dividends and
institutional ownership. In short, both tax preference theory and agency theory
suggest positive relationship between dividends and institutional ownership,
while, signaling theory suggests a negative relation.
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Data Analysis
In first stage, bi-variate correlation coefficients are computed between
each dependent variable separately with independent variable. First,
computations are done taking all sample companies together.
Compartmentalization is introduced later on one by one. This helps us to
determine the relative importance of each determinant of dividend
independently of others.
Correlation coefficient is estimated as
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which is Student’s t distribution with n-2 degrees of freedom. It may be noted
that n stands for number of observations.
Regression is among the widely used technique to investigate the
impact of firm specific characteristics on dividend behavior (See for example;
Ayub, 2005; Kumar, 2006; Al-Malkawi, 2007; Anil and Sujjata, 2008; Ahmed
and Attiya, 2009).We use following regression equation as a supportive or
confirmatory tool.
Chapter – 1 Introduction
25
(Dpo) it =Etit Et-1itEt+1itCPt)it CFt) it
TRt) itAVGDIVt-1)itCEXtit LDtitAGEtit  it ---------------- (1)

(DY) it =Etit Et-1itEt+1itCPt)it CFt) it
TRt) itAVGDIVt-1)itCEXtit LDtitAGEtit it -----------------(2)
(DR) it =Etit Et-1itEt+1itCPt)it CFt) it
TRt) itAVGDIVt-1)itCEXtit LDtitAGEtit it --------------- (3)
Where:
DPOit = dividend payout ratio of firm i at time t.
DYit = dividend yield of firm i at time t.
DRit = dividend rate of firm i at time t.
Et = current years earnings after tax of firm i at time t.
Et-1 = past years earnings after tax of firm i at time t.
Et+1 = Expected future earnings of firm i at time t.
CPt = Cash position of a firm i at time t.
CFt = Cash flow during the year of a firm i at time t.
TRt = Current year’s tax ratio of a firm i at time t.
AVGDIVt-1 = Past years average dividends of a firm i at time t.
CEX t = Capital expenditure for the current year of a firm i
at time t.
LD t = Pattern of debt in capital structure for the current
year a firm i at time t.
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AGE t = Age of a firm i at time t.
0 =  common y-intercept.
1-10 = coefficients of the concerned explanatory variables.
it = stochastic error term of firm i at time t.
Multiple regression equations are operated between each dependent
variable and the independent variables at time for each year under study.
Statistical test of significance (by means of t-statistics) is also computed on the
results thus obtained.
CHAPTER PLAN
The entire study and the results thereof are presented in the following
four chapters:-
1. Introduction
This part of the study discusses and throws light on the essence of
Dividend Behavior as a corporate strategy to achieve the prime goal of
financial management i.e., value creation for shareholders. The need for the
present study, its objectives, and hypotheses are also discussed in this chapter.
The chapter also explains the structure, sample and the methodology adopted
by the researcher.
2. Review of Related Literature
In this chapter the extant literature on the subject Corporate Dividend
Behavior has been thoroughly reviewed and discussed with twin objectives;
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one to get an insight into the subject matter and the other to identify research
gaps for future researchers to analyze.
3. Results and Discussions
This chapter is based on the findings of the sample companies taken for
the present study. The outcome and results have been analyzed, interpreted and
discussed thoroughly with the help of relevant statistical tools and techniques.
4. Summery of Conclusions and Suggestions
This chapter concludes with the thesis summarizing the findings of the
study, pin pointing limitations and providing directions and scope for further
improvement in the system of findings for corporate bodies for designing a
suitable dividend policy.
Chapter – 2
REVIEW OF RELATED
LITERATURE
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INTRODUCTION
he literature on dividend policy has produced a large body of theoretical
and empirical research, especially following the publication of the
dividend irrelevance hypothesis of Miller and Modigliani (1961). No general
consensus has yet emerged after several decades of investigation, and scholars
can often disagree even about the same empirical evidence (Al-Malkawi and
Rafferty 2010). This segment /section aims at providing with a comprehensive
understanding of dividends and dividend policy by reviewing the main theories
and explanations of dividend policy including dividend irrelevance hypothesis
of Miller and Modigliani (1961), bird-in-the-hand, tax-preference, clientele
effects, signalling, and agency costs hypotheses. The dividend enigma has not
only been an enduring issue in finance, it also remains unresolved. More than
three decades ago Black (1976) described it as a “puzzle”, and since then an
enormous amount of research has occurred trying to solve the dividend puzzle.
Allen, Bernardo and Welch (2000, p.2499) summarized the current consensus
view when they concluded “Although a number of theories have been put
forward in the literature to explain their pervasive presence, dividends remain
one of the thorniest puzzles in corporate finance”. In theoretical perspective the
absence of regular and accurate corporate reporting, the dividends were often
preferred to reinvested earnings and regarded as a better indication of corporate
performance than published earnings accounts. However, as financial markets
developed and became more efficient, it was thought by some that dividend
policy would become increasingly irrelevant to investors. Why dividend policy
should remain so evidently important has been theoretically controversial.
T
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Three main contradictory theories of dividends can be identified. Some
argue that increasing dividend payments increases a firm’s value. Another view
claims that high dividend payouts have the opposite effect on a firm’s value;
that is, it reduces firm value. The third theoretical approach asserts that
dividend decision is irrelevant in the sense that value of a firm is independent
of dividend decision. These views are embodied in three theories of dividend
policy: high dividends increase share value theory (or the so-called ‘Bird-in-
the- Hand’ argument), low dividends increase share value theory (the Tax-
Preference Argument), and the dividend irrelevance hypothesis. Dividend
debate is not limited to these three approaches. Several other theories of
dividend policy have been presented, which further increases the complexity of
the dividend puzzle. Some of these arguments include the information content
of dividends (signalling), the clientele effects, and the agency cost hypotheses.
A detailed review of the available literature on these aspects is presented as
under with the objective to get a perspective about different aspects of dividend
decision and to set an agenda for future research.
Dividend Irrelevance Hypothesis
Prior to the publication of Miller and Modigliani’s (1961) seminal paper
on dividend policy, a common belief was that higher dividends increase a
firm’s value. This belief was mainly based on the “Bird-in-the-Hand”
argument. Graham and Dodd (1934), for instance, argued that “the sole purpose
for the existence of the corporation is to pay dividends”, and firms that pay
higher dividends must sell their shares at higher prices (cited in Frankfurter et
al., 2002, p.202). However, as part of a new wave of finance in the 1960’s,
M&M demonstrated that under certain assumptions about perfect capital
markets, dividend policy would be irrelevant. Given that in a perfect market,
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dividend policy has no effect on either the price of a firm’s stock or its cost of
capital, shareholders wealth is not affected by the dividend decision and
therefore they would be indifferent between dividends and capital gains. The
reason for their indifference is that shareholder wealth is affected by the
income generated by the investment decisions a firm makes, not by how it
distributes its income. Therefore, in M&M’s world, dividends are irrelevant.
M&M argued that regardless of how the firm distributes its income, its value is
determined by its basic earning power and its investment decisions. They stated
that “…given a firm’s investment policy, the dividend payout policy it chooses
to follow will affect neither the current price of its shares nor the total returns
to shareholders” (M&M, 1961, p.414). In other words, investors calculate the
value of companies based on the capitalized value of their future earnings, and
this is not affected by whether firms pay dividends or not and how firms set
their dividend policies. M&M go further and suggested that, to an investor, all
dividend policies are effectively the same since investors can create
“homemade” dividends by adjusting their portfolios in a way that matches their
preferences. M&M based their argument upon idealistic assumptions of a
perfect capital market and rational investors. The assumptions of a perfect
capital market necessary for the dividend irrelevancy hypothesis can be
summarized as follows: (1) no differences between taxes on dividends and
capital gains; (2) no transaction and flotation costs incurred when securities are
traded; (3) all market participants have free and equal access to the same
information (symmetrical and costless information); (4) no conflicts of interests
between managers and security holders (i.e. no agency problem); and (5) all
participants in the market are price takers. Given the assumptions of perfect
capital markets, the firm’s future cash flows from investment activities is the
sole determinant of the value of the firm. The firm’s payout policy must
therefore be independent of its value (Bishop et al., 2000).
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The M&M dividend irrelevance proposition has provided the foundation
for much subsequent research on dividend policy. However, as stated by Ball et
al. (1979, p.14), empirical tests of M&M’s “dividend irrelevance theorem have
proven difficult to design and to conduct”. While recalling that M&M built
their conclusions on a certain set of assumptions of perfect capital markets,
relaxing one or more of these assumptions has formed the basis for most of
theoretical and empirical studies. In line with the dividend irrelevance
hypothesis, Black and Scholes (1974) examined the relationship between
dividend yield and stock returns in order to identify the effect of dividend
policy on stock prices. They constructed 25 portfolios of common stocks listed
on the New York Stock Exchange (NYSE), extending the capital asset pricing
model (CAPM) to test the long run estimate of dividend yield effects.
Black and Scholes (1974) used a long-term definition of dividend yield
(previous year’s dividends divided by the year-end share price). Their results
showed that the dividend yield coefficient ( 1 ) is not significantly different
from zero either for the entire period (1936-1966) or for any of shorter sub
periods. That is to say, the expected return either on high or low yield stocks is
the same. Black and Scholes, therefore, concluded by saying that, “we are
unable to show that differences in yield lead to differences in stock prices”
(Black and Scholes, 1974, p.18). In other words it means that in their study
neither high nor low-yield payout policy of firms seemed to influence stock
prices. Black and Scholes’s (1974) conclusion lent important empirical support
to M&M’s dividend irrelevance argument. Other studies such as Miller and
Scholes (1978, 1982), Hess (1981) Miller (1986), and more recently, Bernstein
(1996) provided evidence in support of the dividend irrelevance hypothesis.
While some empirical research supported the dividend irrelevance hypothesis,
other research was not so supportive or provided evidence directly challenging
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the irrelevance hypothesis (Lintner (1962), Gordon (1963) Walter (1963),
Baumol (1963), Brigham and Gordon (1968), and Van Horn and McDonald
(1971). Building on Black and Scholes’s work, Ball et al. (1979) examined the
effect of dividends on firm value using Australian data over the period 1960 to
1969. Ball et al., however, failed to find conclusive evidence to support
M&M’s irrelevance proposition. Baker, Farrelly and Edelman (1985) surveyed
the chief financial officers (CFOs) of 562 firms listed on the New York Stock
Exchange (NYSE) from three industry groups (150 utilities, 309
manufacturing, and 103 wholesale /retail). Based on 318 responses, they found
that respondents strongly agreed that dividend policy affects common stock
prices. In another survey study, Partington (1985) found that Australian senior
managers viewed dividend payments as a way to satisfy shareholders and
support the share price. In a more recent study, Baker and Powell (1999)
surveyed 603 CFOs of US firms listed on the NYSE, and observed that 90
percent of respondents believed that dividend policy affects a firm’s value as
well as its cost of capital. Further studies by the same authors tend to confirm
that dividend policy actually matters in the determination of firm value (See
Baker, Veit, and Powell (2001) & Baker, Powell and Veit (2002a, 2002b).
Other studies including Siddiqi (1995) and Casey and Dickens (2000) have
provided evidence inconsistent with dividend irrelevance hypothesis. Despite
all the empirical evidences, the impact of dividend policy on the value of a firm
remains unresolved. The following sections review the main alternatives to
dividend irrelevance hypothesis starting with the ‘Bird-in-the-Hand’ argument.
Bird-In-The-Hand Hypothesis
One alternative and older view about the effect of dividend policy on a
firm’s value is that dividends increase firm value. In a world of uncertainty and
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imperfect information, dividends are valued differently to retained earnings (or
capital gains). Investors prefer the “bird in the hand” of cash dividends rather
than the “two in the bush” of future capital gains. Increasing dividend
payments may then be associated with increases in firm value. As a higher
current dividend reduces uncertainty about future cash flows, a high payout
ratio will reduce the cost of capital, and hence increase share value. That is,
according to the “Bird-in-the Hand” hypothesis (henceforth BIHH) high
dividend payout ratios maximize a firm’s value. Graham and Dodd, for
instance, argued that a dollar of dividends has, on average, four times the
impact on stock prices as a dollar of retained earnings (see Diamond, 1967,
p.16). Studies that provide support for the BIHH include Gordon and Shapiro
(1956) Gordon (1959, 1963), Lintner (1962), and Walter (1963). M&M (1961)
have criticized the BIHH and argued that the firm’s risk is determined by the
riskiness of its operating cash flows, not by the way it distributes its earnings.
Consequently, M&M called this argument the bird-in-the-hand a fallacy.
Further, Bhattacharya (1979) suggested that the reasoning underlying the BIHH
is fallacious. Moreover, he suggested that the firm’s risk affects the level of
dividend not the other way around. That is, the riskiness of a firm’s cash flow
influences its dividend payments, but increases in dividends will not reduce the
risk of the firm. The notion that firms facing greater uncertainty of future cash
flow (risk) tend to adopt lower payout ratios seems to be theoretically plausible
(see, for example, Friend and Puckett, 1964). Empirically, Rozeff (1982) found
a negative relationship between dividends and firm risk. That is, as the risk of a
firm’s operations increases, the dividend payments decrease (see also Jensen,
Solberg, and Zorn, 1992). Gordon (1959) suggested that there were three
possible hypotheses for why investors would buy a certain stock. First, to
obtain both dividends and earnings; second, to obtain dividends and finally to
get the earnings. He examined these hypotheses by estimating different
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regression models using cross-section sample data of four industries
(chemicals, foods, steels, and machine tools) for two years 1951 and 1954. The
dividend hypothesis was tested using a linear regression, which is similar to the
following equation,
Pit = 0+ 1Dit + 2Rit + Eit _______________________________ (1)
Where, for firm i and period t, P, D, and R are the share price, dividends,
and the retained earnings, respectively. The reciprocal of the dividend
coefficient 1 is the estimated required rate of return on common stocks
without growth, and the coefficient on retained earnings 2 is the price for
growth. Gordon found that dividends have greater influence on share price than
retained earnings. In addition, he argued that the required rate of return on a
share increases with the fraction of retained earnings because of the uncertainty
associated with future earnings. Similarly, Gordon (1963) argued that higher
dividend payouts decrease the cost of equity or the required rate of return on
equity. Using British data for the period between 1949 and 1957, Fisher (1961)
reached a similar finding that dividends have greater impact on share prices
than retained earnings. The above equation (1), however, was subject to several
criticisms. Firstly, it does not take into account the risk variation among firms
drawn from different industries, and this may lead to an upward bias in the
coefficient on dividends 1. That is, high risk associated with a stock may result
in low price and low payout, while low risk associated with a stock may result
in high payout and low price. Secondly, the equation accounts only for the
growth coming from investments that are financed with retained earnings,
while it ignores the growth that may come from the use of external financing.
This may bias the coefficient of retained earnings 2. Thirdly, since dividends
are more stable than reported earnings, the short-run fluctuations in income will
be mainly reflected in change in retained earnings. If share prices and
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dividends are related to normal rather than reported income, the equation is
biased in favor of dividends.
To correct for the potential bias resulting from the criticisms mentioned
above (especially retention coefficient 1 and 2), Diamond (1967) introduced
into the regression equation (1) the average three-year earning-price ratio
centered on t -1. He examined the impact of dividends and retained earnings on
share prices for a sample of 255 US firms from eight industries for 1961 and
1962. Diamond found only weak support for the notion that investors have
preference for dividends over retained earnings. Alternatively, he found that in
industries where rates of growth were relatively high, retained earnings were
preferred marginally more than dividends, whereas in mature industries with
low growth rate a dollar of dividends is slightly preferred to a dollar of retained
earnings. This suggests a negative relationship between a firm’s growth and
dividend payout (Fama and French (2001). The results obtained by Diamond
(1967) are consistent with findings of Friend and Puckett (1964). More
recently, Baker, Powell and Veit (2002a) surveyed managers of NASDAQ
firms to assess their view about dividend policy issues including the BIHH.
Their questionnaire contains one statement about the BIHH, stating “investors
generally prefer cash dividends today to uncertain future price appreciation”.
Based on 186 responses, only 17.2 percent agree with the statement, 28 percent
no opinion, and 54.9 percent disagree. Therefore, they conclude, “this finding
does not provide support for the bird-in-the-hand explanation for why
companies pay dividends” (Baker and Powell, 1999, p.278). Empirical support
for the BIHH as an explanation for paying dividends is generally very limited,
and the argument has been challenged especially by M&M (1961) who argued
that the required rate of return (or the cost of capital) is independent of
dividend policy, suggesting that investors are indifferent between dividends
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and capital gains. Researchers such as Litzenberger and Ramaswamy (1979),
among others, develop an explanation of dividend policy that reaches the
opposite result. That is, investors are disadvantaged in receiving cash
dividends.
Tax-Effect Hypothesis
The M&M assumptions of a perfect capital market exclude any possible
tax effect. It has been assumed that there is no difference in tax treatment
between dividends and capital gains. However, in the real world taxes exist and
may have significant influence on dividend policy and the value of the firm. In
general, there is often a differential in tax treatment between dividends and
capital gains, and, because most investors are interested in after-tax return, the
influence of taxes might affect their demand for dividends (Pillai and Nizar,
2010). Taxes may also affect the supply of dividends, when managers respond
to this tax preference in seeking to maximize shareholder wealth (firm value)
by increasing the retention ratio of earnings. The tax-effect hypothesis suggests
that low dividend payout ratios lower the cost of capital and increase the stock
price. In other words low dividend payout ratios contribute to maximizing the
firm’s value. This argument is based on the assumption that dividends are taxed
at higher rates than capital gains. In addition, dividends are taxed immediately,
while taxes on capital gains are deferred until the stock is actually sold. These
tax advantages of capital gains over dividends tend to predispose investors,
who have favorable tax treatment on capital gains, to prefer companies that
retain most of their earnings rather than pay them out as dividends, and are
willing to pay a premium for low-payout companies. Therefore, a low dividend
payout ratio will lower the cost of equity and increases the stock price. In many
countries a higher tax rate is applied to dividends as compared to capital gains
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taxes. Therefore, investors in high tax brackets might require higher pre-tax
risk-adjusted returns to hold stocks with higher dividend yield. This
relationship between pre-tax returns on stocks and dividend yields is the basis
of a posited tax-effect hypothesis (Pillai and Raffert, 2010). Brennan (1970)
developed an after-tax version of the Capital Asset Pricing Model (CAPM) to
test the relationship between tax risk-adjusted returns and dividend yield.
Brennan’s model maintains that a stock’s pre-tax returns should be positively
and linearly related to its dividend yield and to its systematic risk. Higher pre-
tax risk adjusted returns are associated with higher dividend yield stocks to
compensate investors for the tax disadvantages of these returns. This suggests
that a stock with higher dividend yield will sell at lower prices because of the
disadvantage of higher taxes associated with dividend income.
A large body of empirical research is devoted to testing Brennan’s
model and to understanding the relationship between dividend yields and stock
returns. For example, Black and Scholes (1974) tested Brennan’s model and
found no evidence of a tax effect. Therefore, they concluded that low or high-
dividend yield stocks do not affect the returns of stocks either before or after
taxes. However, Litzenberger and Ramaswamy (1979) strongly challenged the
results of Black and Scholes (1974) and criticized their methods, especially
their definition of dividend yield. Litzenberger and Ramaswamy (1979)
extended Brennan’s (1970) model and used a monthly dividend yield definition
in classifying stock into yield classes, a positive dividend-yield class and zero
dividend-yield class. The results of Litzenberger and Ramaswamy (1979) show
that the coefficient on dividend yield variable (2) is positive and highly
significant under Ordinary Least Square (OLS) method. The results are also
consistent with Blume (1980) where positive and significant dividend yield was
seen. Therefore, they provided empirical support for Brennan’s (1970) model.
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The implication of Litzenberger and Ramaswamy’s findings is that firms could
increase their share prices by reducing dividends. Miller and Scholes (1982)
challenged Litzenberger and Ramaswamy’s (1979) conclusion, and criticized
their short-term (monthly) definition of dividend yield. They suggested that
tests employing a short-term dividend yield definition are inappropriate for
detecting the impact of differential tax treatment of dividends and capital gains
on stock returns. Furthermore, Miller and Scholes argued that the positive
yield-return relation was caused by information bias. The reason for this
argument is that Litzenberger and Ramaswamy (1979) ignored the information
effect of dividend omissions (Al-Malkawi, 2010). Litzenberger and
Ramaswamy (1982) re-examined the relationship between dividend yield and
stock returns after adjusting the dividend yield coefficient for any potential
information effects. Their results, consistent with their previous findings, were
that the yield coefficient is positive and statistically significant. Kalay and
Michaely (2000) re-examine the Litzenberger and Ramaswamy (1979)
experiment using weekly data. They attempt to find whether the positive
dividend yield obtained by Litzenberger and Ramaswamy is due to tax effects
or to the information effects as conjectured by Miller and Scholes (1982).
Kalay and Michaely exclude all weeks containing dividend omissions. They
find a positive and significant dividend yield coefficient, inconsistent with
Miller and Scholes’s conjecture that the positive yield coefficient is driven by
information biases. The evidence is co-supported by Morgan (1982).
Along the lines of Litzenberger and Ramaswamy (1979), Keim (1985)
used the Sharpe-Lintner CAPM to estimate the relation between long-run
dividend yields and stock returns. He used a sample of 429 US firms in January
1931 and 1289 firms in December 1978. In his study, Keim constructed six
dividend-yield portfolios. The first portfolio contained all zero-dividend firms,
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and the other five ranked from lowest to highest positive dividend-yield firms.
Consistent with Blume (1980), he documented a non-linear relation between
dividend yields and stock returns, and his results rejected the hypothesis that
average returns are equal across portfolios. Moreover, Keim tested the impact
of firm size and stock return seasonality on the relationship between stock
returns and dividend yields. He found a positive and significant yield
coefficient. In addition, Keim reported an inverse relationship between positive
yield and firm size as measured by market capitalization. More recently, using
UK data Morgan and Thomas (1998) examined the relationship between
dividend yields and stock returns over the period 1975 to 1993. Drawing on
Keim’s (1985) methodology, Morgan and Thomas (1998) tested the tax-based
hypothesis in which dividend yields and stock returns are positively related.
However, as they have pointed out, under the 1973 imputation tax system
capital gains received a disadvantaged tax treatment when compared to
dividend income; consequently the tax-based hypothesis, in the case of the UK,
would predict a negative relation between dividend yields and risk-adjusted
stock returns. It means that stocks with low yields should produce higher
returns to compensate stockholders for the increased tax burden associated with
capital gains, and vice versa (Pillai and Rafferty, 2010). In contrary to above
prediction, Morgan and Thomas (1998) find a positive relationship between
dividend yields and stock returns. Moreover, their results suggest a non-linear
relation between risk-adjusted returns and dividend yield, which is inconsistent
with Brennan’s model. Hence, the duo was unable to provide support for tax -
effect hypothesis. The evidence is further co-supported by Baker et al. (2002a)
who found weak or no support for tax - preference theory. Many investors are
faced with dividends being taxed at a higher rate than capital gains. In addition,
dividends are taxed immediately, while taxes on capital gains are deferred until
the gains are actually realized (Holderness, 2009). Therefore, the tax-effect
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hypothesis suggests that taxable investors will demand superior pre-tax returns
from stocks that pay a large proportion of their income in the form of highly
taxed dividends. In other words, investors will value the dollar of capital gains
greater than a dollar of dividends, resulting in lower dividend-stocks selling at
a relative premium to their higher-dividend counterparts. From the above
empirical studies, the evidence with respect to the tax-effect hypothesis appears
to be inconclusive.
Signalling Hypothesis
The role of dividends as a signal of a firm's prospects when corporate
Insiders have more information than the market does is well accepted. Even
though dividends have adverse tax costs, they can play an important role in
communicating private information to the market (Kapoor, 2010). When it is
argued that costly dividends can be a signal, the question naturally arises of
whether less costly alternative signals exist that can convey the private
information to the market. In other words, are dividends the most efficient way
of communicating inside information? M&M (1985) assumed that managers
and outside investors have free, equal and instantaneous access to the same
information regarding a firm’s prospects and performance. But managers who
look after the firm usually possess information about its current and future
prospects that is not available to outsiders. This informational gap between
insiders and outsiders may cause the true intrinsic value of the firm to be
unavailable to the market. If so, share price may not always be an accurate
measure of the firm’s value. In order to close this gap, managers may need to
share their knowledge with outsiders so they can more accurately understand
the real value of the firm (Al-Malkawi et al., 2010). Historically, due to a lack
of complete and accurate information available to shareholders, the cash flow
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provided by a security to an investor often formed the basis for its market
valuation (Baskin and Miranti, 1997). In this way dividends came to provide a
useful tool for managers in which to convey their private information to the
market because investors used visible (or actual) cash flows to equity as a way
of valuing a firm. Many academics and financial practitioners also suggest that
dividends might have implicit information about a firm’s prospects. Even
M&M (1961) suggest that when markets are imperfect share prices may
respond to changes in dividends. In other words, dividend announcements may
be seen to convey implicit information about the firm’s future earnings
potential. This proposition has since become known as the “Information
Content of Dividends” or Signalling hypothesis.
According to the signalling hypothesis, investors can infer information
about a firm’s future earnings through the signal coming from dividend
announcements, both in terms of the stability of, and changes in, dividends.
However, for this hypothesis to hold, managers should firstly possess private
information about a firm’s prospects, and have incentives to convey this
information to the market. Secondly, a signal should be true; that is, a firm with
poor future prospects should not be able to mimic and send false signals to the
market by increasing dividend payments. Thus the market must be able to rely
on the signal to differentiate among firms. If these conditions are fulfilled, the
market should react favorably to the announcements of dividend increase and
unfavorably otherwise (Ang, 1987, and Koch and Shenoy, 1999). As managers
are likely to have more information about the firm’s future prospects than
outside investors, they may be able to use changes in dividends as a vehicle to
communicate information to the financial market about a firm’s future earnings
and growth. Outside investors may perceive dividend announcements as a
reflection of the managers’ assessment of a firm’s performance and prospects.
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An increase in dividend payout may be interpreted as the firm having good
future profitability (good news), and therefore its share price will react
positively. Similarly, dividend cuts may be considered as a signal that the firm
has poor future prospects (bad news), and the share price may then react
unfavorably. Accordingly, it would not be surprising to find that managers are
reluctant to announce a reduction in dividends (Denis et al., 1994, Yoon and
Starks 1995, Bali 2003). Lintner (1956) argued that firms tend to increase
dividends when managers believe that earnings have permanently increased.
This suggests that dividend increases imply long-run sustainable earnings. This
prediction is also consistent with what is known as the “dividend-smoothing
hypothesis”. That is, managers will endeavour to smooth dividends over time
and not make substantial increases in dividends unless they can maintain the
increased dividends in the foreseeable future. Lipson, Maquieira and
Megginson (1998, p.44) observed that, “managers do not initiate dividends
until they believe those dividends can be sustained by future earnings”. It is
worth noting that, although management can use changes in dividends as a
signal to convey information to the market, in some cases dividend changes
may be an ambiguous signal. This can be illustrated through the case of FPL
Group, the parent company of Florida Power& Light Company (Soter,
Brigham and Evanson, 1996). On May 9, 1994 FPL announced a 32 percent cut
in its quarterly dividends. The market responded negatively to the
announcement and FPL’s stock price dropped by about 20 percent, because the
market perceived it as a signal of bad future prospects. However, the FPL
board had in fact decided to retain funds for new investments to improve the
company’s future performance. After realizing the reason for the dividend
reduction, financial analysts concluded that the action was not a signal of
financial distress. Thereafter, FPL’s stock price recovered. The market was
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initially mistaken but the case is a good example of the possible (and
sometimes contradictory) signalling effects of dividend announcements.
The empirical work on dividend signalling has examined two main
issues. Firstly, whether share prices move in the same direction with dividend
change announcements. Secondly, whether dividend changes enable the market
to predict future earnings. Scholars have addressed these issues extensively, but
once again the results have been mixed and inconclusive. The first question has
received much attention in the literature, because if the announcement of
dividend changes does not have the predicted impact on share prices this will
cast doubt on the validity of the information content of dividend hypothesis.
Pettit (1972) observed that dividend announcements do communicate valuable
information, and showed that the market reacts positively to the announcement
of dividend increases (significant increase in stock prices), and negatively to
the announcement of dividend decreases (significant drop in stock prices).
Pettit also added, “…dividend announcement, when forthcoming, may convey
significantly more information than the information implicit in an earnings
announcement” (p.1002). Asquith and Mullins (1983) examined the market’s
reaction to dividend announcements for a sample of 168 firms that initiated
dividends either for the first time in their corporate history or resumed paying
dividends after at least a ten-year. The duo tested the average daily excess stock
returns ten days before and ten days after the announcement of dividend
initiation. For the two-day announcement period their result shows that there is
an excess return of about +3.7 percent. Moreover, using cross-sectional
regression Asquith and Mullins (1983) found a positive and significant
relationship between the magnitude of initial dividends and the abnormal
returns on the announcement day. This suggests that the size of dividend
changes may also matter. Michaely, Thaler and Womack (1995) have gone
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further by examining the impact of both initiations and omissions of cash
dividends on share prices reaction. They observed 561 dividend initiation
events and 887 dividend omission events over the period of 1964 to 1988.
Michaely et al., documented that, during three days surrounding the
announcements, the average excess return was about –7.0 percent for omissions
and +3.4 percent for dividend initiations. The market reactions to dividend
omissions are greater than for dividend initiations. This implies that the market
reacts optimistically toward dividend initiations (or increases); however, the
market is more pessimistic in response to the announcements of dividend
omissions (or decreases).
More recently, Bali (2003) presented evidence and reported an average
1.17 percent abnormal return for dividend increases and -5.87 percent for
decreases. From the empirical findings of these studies there seems to be
general agreement that share prices follow the same direction as the dividend
change announcements. Dividend increases and dividend initiations (decreases
and omissions) are associated with subsequent significant increases (decreases)
in share prices. Moreover, the reaction of share prices in the event of dividend
decreases and dividend omissions is found to be more severe. Travlos,
Trigeorgis and Vafeas (2001) provided evidence from an emerging market in
favor of the dividend signalling hypothesis. They used a sample of 41
announcements of cash dividend increase and 39 announcements of stock
dividends for firms listed on the Cyprus Stock Exchange for the period of 1985
to 1995, and examined market reaction to the announcement of cash dividend
increases and stock dividends. Travlos et al., found positive and significant
abnormal returns for both cash dividend increases and stock dividend
announcements and interpreted their results as consistent with the signalling
hypothesis.
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Numerous studies have addressed another question of the information
content of dividends hypothesis; that is, whether dividend changes enable the
market to predict the future earnings of a firm. Empirical work that addresses
this issue has yielded puzzling results. For example, Watts (1973) examined the
proposition that knowledge of current dividends improves the predictions of
future earnings over and above those based on information contained in current
and past earnings. Based on a sample of 310 firms with complete dividend and
earnings information for the years 1946–1967, and annual definitions of
dividends and earnings, Watts tested whether earnings in the coming year (t +
1) can be explained by current (year t) and past (year t - 1) levels of dividends
and earnings. For each firm in the sample, Watts estimated the current and past
dividend coefficients (while controlling for earnings). Although the average
dividend coefficients for the firms were positive, the average significance level
was low. In fact, only the top 10 percent of the coefficients were marginally
significant. Using changes in earnings and dividend levels yielded similar
results. Gonedes (1978) also obtained only weak evidence that current
dividends improve the predictability of future earnings. Charest (1978) found
an abnormal performance of around 4% in the year prior to the dividend
increase month and a negative 12% for the dividend decreasing firms. In two
separate papers, Laub (1976) and Pettit (1976) challenged Watts’ findings.
They suggested that dividends convey information about future earnings
prospects beyond those predicted by past earnings. Further, Nissim and Ziv
(2001) found that dividend changes and earnings changes are positively
correlated, and provide support for the signalling hypothesis. However, their
results were not the same for dividend increases and decreases. Nissim and Ziv
did not find an association between dividend decreases and future profitability
after controlling for current and expected profitability, and they assumed that
this result is possibly due to the accounting conservatism. The evidence on the
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relationship of future earnings to dividend changes appears weaker with respect
to the information content of dividends than the results concerning
announcement effects and dividend changes. Therefore, mixed support exists
about issues relating to the information content of dividends hypothesis.
Agency Costs and Free Cash Flow Hypothesis of Dividend Policy
One of the assumptions of M&M’s perfect capital market is that there
are no conflict of interests between managers and shareholders. In practice,
however, this assumption is questionable where the owners of the firm are
distinct from its management. In these cases managers are always imperfect
agents of shareholders (principals). This is because managers’ interests are not
necessarily the same as shareholders’ interests, and they might conduct actions
that are costly to shareholders, such as consuming excessive perquisites or
over-investing in managerially rewarding but unprofitable activities.
Shareholders therefore incur (agency) costs associated with monitoring
managers’ behavior, and these agency costs are an implicit cost resulting from
the potential conflict of interest among shareholders and corporate managers.
The payment of dividends might serve to align the interests and mitigate the
agency problems between managers and shareholders, by reducing the
discretionary funds available to managers (Rozeff, 1982, Easterbrook, 1984,
Jensen, 1986, and Alli, Khan and Ramirez, 1993). Another source of the
agency costs problem that may be influenced by dividend policy is the potential
conflict between shareholders and bondholders. Shareholders are considered as
the agents of bondholders’ funds. In this case, excess dividend payments to
shareholders may be taken as shareholders expropriating wealth from
bondholders (Jensen and Meckling, 1976). Shareholders have limited liability
and they can access the company’s cash flow before bondholders;
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consequently, bondholders prefer to put constraints on dividend payments to
secure their claims. Conversely, for the same reasons, shareholders prefer to
have large dividend payments (Ang, 1987). Easterbrook (1984) argued that
dividends could be used to reduce the free cash flow in the hands of managers.
In addition, he (the author) hypothesized that dividend payments will oblige
managers to approach the capital market to raise funds. In this case investment
professionals such as bankers and financial analysts will also be able to monitor
managers’ behavior. Therefore, shareholders are able to monitor managers at
lower cost (and minimize any collective action problems). This suggests that
dividend payments increase management scrutiny by outsiders and reduce the
chances for managers to act in their own self-interest. However, Easterbrook
suggested that increasing dividend payments might force managers to take
undesirable actions like increasing firm leverage, which may sometimes
increase the riskiness of the firm.
Jensen (1986) suggested other argument based on agency costs for the
desirability of dividends that is similar in spirit to Easter brook’s analysis.
Jensen contended that firms with excess (free) cash flow give managers more
flexibility for using the funds in a way that benefit themselves but not
shareholders’ best interests. He argued that managers have incentives to
enlarge the size of their firms beyond the optimal size to amplify the resources
under their control and moreover to increase their compensation, which is often
related to firm size (see also Gaver and Gaver, 1993). Thus, if a firm has a
substantial surplus of cash the overinvestment problem will be more
pronounced, and managers may undertake negative NPV projects. Extracting
the excess funds of free cash flow that management controls can reduce this
overinvestment problem. Increasing dividend payouts may help to mitigate the
free cash flow under managers’ control, thereby preventing them from
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investing in negative NPV or poor projects. As a result, paying more dividends
will reduce the agency costs between managers and shareholders (Lang and
Litzenberger, 1989). Moreover, Jensen has pointed out that debt might play a
similar role to dividends in reducing the agency costs of free cash flow by
reducing the funds under management control. In an empirical examination
Rozeff (1982) found three common trends in corporate dividend policy – (i)
Lower dividend payments levels are found in high growth firms- investment
requirements reduce the funds available for dividend payments (ii)
Corporations with higher firm specific risks or leverage ratios pay smaller
dividends and (iii) Higher payouts are found in firms with little insider
ownership and a large number of outside shareholders. These results imply that
dividend policy mitigates agency costs because of the partial monitoring
activity provided by dividend payments. A late study by Johnson (1995)
supported these findings; increased dividend payments require regular capital
market visits and the simultaneous increases in monitoring.
Several empirical studies have examined the agency relationship
between managers and shareholders (or other suppliers of capital) as they relate
to dividends.
Saxena (1999) examined a sample of 235 unregulated and 98 regulated
firms listed on the NYSE over the period of 1981 to 1990 and reinforced the
findings of the Holder et al., study. Both studies are consistent with the agency
cost hypothesis and provide evidence that agency cost is a key determinant of
the firm dividend policy. Al-Malkawi (2005) applied panel data models, Tobit
and Probit specifications, for companies listed in an emerging market namely
Amman Stock Exchange for the period 1989-2000. He found strong empirical
support for the agency cost hypothesis in such market. Further empirical
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support for the agency cost hypothesis and in particular for the free cash flow
hypothesis came from Lang and Litzenberger (1989).
Lang and Linzenberger (1989) compared investor reaction to dividend
changes by managers suspected of over investing. Managers, who optimally
invest, generate a market -to-book ratio (called Tobin’s Q ratio) that exceeds 1
because the market value reflects the investment (the book value) plus the net
present value of the investment. Using the same logic, a Q ratio of less than 1
indicates overinvestment.
An increase in the dividend payout by a firm with Q ratio of less than 1
is good news because it means lesser money spent on sub optimal investment.
For a firm with a Q ratio exceeding 1, however, such a dividend increase
merely reflects optimal investment decisions. Lang and Litzenberger (1989)
provide evidence in support of free cash flow hypothesis; they also argue that
the excess funds hypothesis provides a better explanation of share price
reaction to dividend change announcements than the cash flow signalling
hypothesis. Yoon and Starks (1995) repeated the Lang and Litzenberger
experiment over a longer time period. They found that the reaction to dividend
decreases was the same for high and low Tobin’s Q firms. The fact the market
reacts negatively to dividend decrease announcements by value– maximizing
(high Q) firms is not consistent with free cash flow hypothesis. Like Lang and
Litzenberger (1989), Yoon and Starks found a differential reaction to
announcements of dividend increases. However, when they controlled other
factors, such as the level of dividend yield, firm size, and the magnitude of the
change in the dividend yield (through regression analysis), Yoon and Starks
found a symmetric reaction to dividend changes (both increases and decreases)
between high and low Tobin’s Q firms. Again, this evidence is not consistent
with free cash flow hypotheses. Further, Dempsey and Laber (1992) reported
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that the dividend yield is negatively related to the proportion of stock held by
insiders and positively related to the number of common shareholders within
the firm. Noronha, Shome and Morgan (1996) examined the relationship
between agency cost variables and dividend payout ratios, segmented by the
level of the firm’s growth opportunities. For firms with low growth
opportunities, they report a positive relation among the dividend payout ratio,
the presence of outside block holders, and the level of executive incentive
compensation.
In a more recent study, Lie (2000) examined the free cash flow
hypothesis using a large sample of special dividends, regular dividend
increases, and self-tender offers. He found little evidence in support of the
agency cost hypothesis.
Moreover, Lie suggested that neither small special dividends nor the
increase in regular dividends could solve the overinvestment problem. This is
inconsistent with the agency hypothesis of free cash flow. La Porta, Lopez,
Shleifer, and Vishny (2000) examined the relation between investors’
protection and dividend policy of more than 4000 companies across 33
countries. They tested two hypotheses. The first was that when investors were
better able to monitor and enforce their objectives on management (countries
with higher investors’ protection), they would also put pressure on
management to disgorge more cash. The second hypothesis was that because of
market forces (e.g., management wants to maintain the ability to raise more
cash in the capital markets or wants to maintain a high stock price for other
reasons), management would actually pay higher dividends in those countries
where investors’ protection was not high. La Porta et al. (2000) found that
firms in countries with better investor protection made higher dividend payouts
than did firms in countries with lower investor protection. Moreover, in
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countries with more legal protection, high growth firms had lower payout
ratios. This finding supports the idea that investors use their legal power to
force dividends when growth prospects are low. That is, an effective legal
system provides investors with opportunity to reduce agency costs by forcing
managers to pay out cash. There is no support for the notion that managers
have incentive to “do it on their own”. The results of La Porta et al. (2000)
indicates that without enforcement, management does not have a strong
incentive to “convey its quality” through payout policy. There is also no
evidence that in countries with low investor protection, management will
voluntarily commit itself to pay out higher dividends and to be monitored more
frequently by the market.
The empirical results for the agency costs explanation of dividend policy
are mixed. The agency costs hypothesis posits that dividends mitigate the cash
under management control, and therefore reducing the possibility that
managers will use the funds in their own self-interest. Dividends may also curb
managers’ tendency for over investing. In this way, it is suggested that
dividends serve to reduce conflict of interests between managers and
shareholders. As dividend payments reduce the overinvestment problem and
agency costs, they may have a positive impact on stock price, which is in turn
the critical determinant of firm value (Pillai and Husam 2010).
Corporate Dividend Policy Determinants
Comprehensive studies by various researchers both at national and
international levels have been conducted on the determinants of dividend
policy but with out yielding any generalized results.
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The earliest major attempt to explain dividend behavior of companies
has been credited to John Lintner (1956) who attempted to develop a compact
mathematical model to describe the dividend decision process on testing his
propositions; he found that his partial modification/partial adjustment model
explained near about 85% of the dividend changes year to year. Based on
additional tests, he found that the modified model worked over long periods,
not just for the period he used to develop model. Other researchers have
developed different models of dividend policy (i.e., Rozeff, 1982; Lauenstein,
1987 & Khan Alii and Ramirez 1993) present other models of Corporate
Dividend policy. Lintner (1956) uncovered for the first time that the firms in
U.S.A maintained a target dividend payout ratio and adjusted their dividend
policy to this target. He has further found that the long term sustainable
investment and growth objective determined the firm’s target payout ratios.
Further, Lintner (1956) found that firms pursued a stable dividend policy and
gradually increased dividends given the target payout ratio. These findings
suggest that firms establish their dividends in accordance with the level of their
current earnings as well as dividends of the previous year. Lintner (1956) also
pointed out that managers believe that investors prefer firms with stable
dividend policy and his models has been generally found applicable in number
of other developed markets such as Canada, Australia, France, UK and West
Germany.
Baker, Kent and Farrelly (1985, 2001) and Pruitt and Gitman (1991)
also used the survey methodology and have concluded that managers pay
attention to dividend stability in their dividend policy decision process. Their
finding, thus, falls in conformity with the evidences of Lintner’s (1956)
dividend payout ratio model. Their survey methodology was based upon a
survey of financial managers of 1000 largest U.S. firms which was about the
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interplay among the areas like investment, financing and dividend decisions in
their firms.
Researcher like (Dewenter and Warther, 1998) compares dividend
policies of firms of U.S.A and Japan for the period from 1982 to 1993. Their
results have shown that U.S.A firms tend to choose stable dividend policies
where as Japanese firms prefer to omit dividends and follow relatively unstable
dividend policy.
Fama and Babiak (1968) and Brittain (1964,1966) emphasize the
relevance of current and past earning by using a modified and extended
Lintner’s (1956) model which justifies the Lintner’s (1956) findings whereas
recent extension of these models (Marsh and Merton, 1987; Kao and Wu,1994)
link dividend choices to the manager’s future earnings expectations.
A survey of the New York Stock Exchange companies by Baker,
Farrelly, and Edelman (1985, 1986) concluded that the major determinants of
dividend payments are future earnings and past dividends. Their surveys
provided insights into what factors the financial managers considered the most
important in determining their firm’s dividend policy. The analysis based upon
the 318 responses from utility, manufacturing and wholesale/retail firms
revealed that the major determinants of dividend payments were the anticipated
level of future earnings and the pattern of past dividends. Furthermore, the
results have suggested that utilities have a somewhat different view towards
dividend policy than manufacturing and wholesale/retail firms.
However, Benartzi, Thaler, Michaely (1997) has found that changes in
dividend are correlated with past and current changes in earnings, but not with
future earnings and stated that Lintner’s model is the best model explaining the
Dividend Policy Behavior of Corporations and only a permanent change in
earnings results in change in the dividend policy. Since, Frankfurter and Wood
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(1997) have suggested that their cannot be a uniform or mathematically
designed models for all firms on dividend policy decisions, it is essential to
study their “cultural phenomenon” on case to case basis which they found is
more feasible for individual firm to frame dividend policy independently.
Jensen’s (1992) conducted a research on cross examination of the
determinants like owners equity (insider ownership), outside funds (debt) and
dividend policy and have found that firms with high owners equity choose
lower level of debts and dividends.
In Japan, Mizuno (1995) surveyed payout and earnings distribution of
1224 firms listed on the Tunisian Stock Exchange (TSE). On the basis of the
responding 226 firms, he suggested that firms have a tendency to issue stable
dividends per share in the short term, while they appear not to decrease the
dividend payout ratio in the long term.
Researchers see for example Lim, 1989; Benartzi, et al., 1997 noted that
dividends depend partly on the firm’s current earnings and partly on the
dividend of the previous year.
While as Lang and Litzenberger (1989) found that dividend increases
are associated with higher positive share price reactions for companies with
Tobin’s q smaller than unity (i.e. for companies with lower growth
opportunities).
Rozeff, 1982; Easterbrook, 1984 establish their views/opinion with
respect to payment of dividends by the companies with the argument that the
dividend payouts virtually reduce the internal cash flows of the company which
otherwise forms the basis of internal disputes among the managers/different
tires with whom the funds are available for discretionary use. Moreover, they
further pointed out that the company by such payments is forced to seek
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external financings, thus, the company becomes liable for capital supplies. This
in other words, gives rise to a dual affect of dividend payments.
However, in accordance with the views of Jensen’s (1986), the more the
financial flexibility (capital appreciation) of the company, the more is the
chances of growing problems of funds control resulting indifference among
managers and the shareholders. In this case the researcher Jensen opines that
the firms resort to reduction in the internal cash generation which again forms
the explanation shared by Roseff, 1982; Easterbrook, 1984). The facts
mentioned in the preceding lines have been experimented by both the
researchers by studying cases of 1000 firms in 64 industries from 1974 to 1980.
Kormendi and Zarowin’s (1996) research related to Dividend payment
policy in relation to permanent or non- permanent earnings. Their research on
the subject was based upon a work model of 337 firms whose data for a long
period of 40 years has been taken into consideration to find the affect of
permanent and non-permanent earning on payment of dividends. Before
concluding on the subject they quote three important reasons responsible for
directing/leading the managers’ to frame policy of dividend payments in
relation to permanent earnings. They are ---firstly, the base (earnings) helps the
management or managers’ to understand the behavioral aspect of framing
dividend payout policy. Secondly, it also helps the managers’ or policy makers
to know the way of utilization of the earnings to the best of its end use. Thirdly,
the earnings and dividend payment relation also helps to evaluate the payout
ratios. The duo have concluded that their exists a strong relation between the
permanent earnings and the dividend payout formulation. Their findings further
explained that--- (a) earnings and dividends are co-integrated, (b) if on an
assumption they are not co-integrated, the change in dividends in response to
change in earnings is positively related to the persistence of the changes in
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earnings. However, if they are not co-integrated, the factors other than the
permanent component of earnings (such as tax policy, clientele effects,
transaction costs, firm liquidity etc.) are of primary importance. Their non- co-
integrated contrasts with the co-integrated dividend model of Lintner (1956).
However, they claim that their finding on positive relationship between
dividend response and permanent earnings form the basic/fundamental
determinant for a firm to frame dividend payment policy.
Till 1999, from the very primary stage of research on dividend payment
behavior by a large number of stal-warts (experts), there appears to be nothing
distinctive in result formation which could become a focal point of attention for
concluding or generalizing a much waited debate. Thus, the research on the
subject continues to remain open ended even studying the latest version of year
(2000) by Baker, Veit and Powell. The primary purpose of their study was to
investigate the views of corporate managers of major U.S. firms about the
factors influencing dividend policy. In order to achieve their goal, they updated
and extended previous survey research on dividend policy. Their efforts
provided multi-dimensional comparison between the research of 1983 and
1997 on the determinants of dividend policy. They, however, prepared a
questionnaire based upon three main view points for investigation. These were:
- to know (i) what factors were most important in influencing the dividend
policy of firm paying cash dividends. (b) whether these factors changed over a
period of time and(c) did the views of managers about dividend
factors/determinants differ between high payout regulated industries and
moderate payout less regulated industries.
The findings of Baker and Powell study one in conformity with the
evidences of the previous studies about the determinants of the dividend policy.
They have found that the most important determinants of firms dividend policy
Chapter – 2 Review of Related Literature
57
were the level of current and expected future earnings and the pattern or
continuity of past dividends. This is what exactly confirms the work made by
Lintner (1956). The finding also suggested that the key determinants of
dividend policy have remained unchanged without any drastic change (i.e.
stable). Moreover, minor updations did emerge in industry type determinants
which were counted for dividend policy but at the same time did not catch
importance for further influences hence, disappeared with the passage of time.
Baker, Veit and Powell (2001) have also conducted the study on the
companies listed on NASDAQ stock market with three main objectives like -
(i) to identify the most important factors used by U.S. companies listed on the
NASDAQ stock market in making dividend policy decisions. (b) to determine
whether the factors influencing dividend policy differ based on industry type
and (c) to collect all the necessary information about how managers administer
dividend policy. Based on responses from 188 managers, they have found that
the most important determinants of dividend decisions were the pattern of past
dividends, stability of earnings and the level of current and expected future
earnings. Thus, the factors that were important for NASDAQ listed firms were
also important to NYSE listed firms as already evidenced in previous research
survey. Further they found that there was a statistical difference between the
managers’ responses of financial and non-financial firms on nine of the 22
factors. It was also concluded that there were no universally accepted factors
that are applicable for all firms, as market imperfections may affect a firm in
different ways. Thus, optimal dividend policy for some firms may be unique.
The results also showed that managers, CEOs /CFOs paid due attention while
framing the dividend policy and also re-examine the dividend policy at least
once a year.
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Olantundun (2000) has studied the determinants of dividends in Nigeria
using the Lintner- Brittain model and its variants on the pooled cross sectional /
time series data for the full sample of observations from 1984-1994. The
models were estimated using the Ordinary Least Square (OLS) method. The
results of the study showed that there are no significant interactions between
the conventional Lintner / Brittain model and dividend decisions of Nigerian
firms. They concluded that the dividend behavior of Nigerian firms depends on
growth prospects, level of gearing and firm’s size.
Fama and French (2001) analyzed the issue of lower dividends paid by
corporate firms over the period 1973-1999 and the factors responsible for the
decline in dividend rate. Their study had showed that proportion of companies
paying dividends has dropped from a peak of 66.5 percent in 1978 to 20.8
percent in 1999 and attributed this decline to the changing characteristics of
firms:- small size, low earnings and high growth.
Lee and Ryan (2002) analyzed the dividend signaling –hypothesis and
the issue of direction of causality between earnings and dividends—whether
earnings cause dividends or vice versa. For a sample of 133 dividend initiations
and 165 dividend omissions, they have found that dividend payment was
influenced by recent performance of earnings, and free cash flows. An evidence
of positive (negative) earnings growth preceding dividend initiations
(omissions) has also been found.
In accordance with the assessment given by Dickens, Casey and
Newman’s (2002) about the culture of dividends, it is observed that the
dividends payments prove essential means of communicating substantial
information about a firm and further dividends convey value related
information which earnings and other financial variables fail to comply with.
This is true in the case where earnings patterns have been found highly
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irregular while as dividends showed smooth, steady and profitable growth over
earnings.
Aivazian, Booth and Cleary (2003) have concluded that both return on
equity and profitability positively correlate with the size of the dividend payout
ratio. Their study also concluded that corporations with high debt ratios often
had lower dividend payments, and firm size also positively correlated with
dividend payout. This evidence is co-supported by Moh’d, Perry and Rimbey
(1995). However, Holder, Langrehr and Hexter (1998) have suggested that
corporations with a focus on a single business line had lower payout ratios than
less focused firms.
Kanwer (2003) attempts to identify the factors that explain the dividend
behavior of the firms registered with Karachi Stock Exchange using data
between 1992-98 of 137 companies and 13 industries. Variables include firm
size, retained earnings, investment opportunities and signaling aspects of
dividends. The study has revealed that expected firm size has a positive effect
on dividend payout but this relationship was not statistically significant. The
study has also shown that the higher net profit after tax of firms does not
necessarily ensure higher dividend payment.
Myers and Frank (2004) empirically examined the data for a sample of
483 firms from Multex Investor Database using OLS regression techniques to
assess the impact of selected financial variables on the dividend decision and
has found that the higher price to earning is related with higher payout because
of lower risk, and greater institutional and insider’s ownership lead to lower
payout ratio which can be due to the reason that managers have an incentive to
reduce dividends in order to increase the expected value of their stock options
received as executive compensation. Surprisingly, debt to equity ratio was
found to be positively related with dividend payout, for which they have argued
Chapter – 2 Review of Related Literature
60
that firms are willing to increase debt to finance increasing dividends in order
to send a strong positive signal to institutional owners to enhance reputation
and maintain access to capital.
Sharon and Bacon (2005) have tried to identify the determinants of
dividend policy. The variables studied were profitability (return on equity),
growth (sales growth), liquidity (current ratio), expansion (growth in capital
spending), profitability growth (five-year growth in ownership) and control
(insider ownership). The study empirically analyzed the financial data of a
sample of 542 firms taken from the Multexinvestor database using Ordinary
Least Squares (OLS) regression in order to assess the impact of selected
financial variables on dividend decision. The results of the study have shown
that sales growth and expansion are negatively related with the dividend payout
ratio. On the other hand, insider ownership and institutional ownership varied
negatively with dividend payout ratio. The study further revealed that
increasing dividends reduces liquidity, and the higher the return on equity, the
greater the firm’s retained earnings for reinvestment. Moreover, the findings
showed that the firms having higher EPS growth were able to increase
dividends while firms with greater insider ownership paid fewer dividends.
Ayub (2005) studied the impact of firm specific factors on corporate
dividend payments. He analyzed 180 companies listed at KSE during 1981 to
2002 and has reported that only 23% of incremental profits are transformed
into dividends and remaining profits are utilized for investments and companies
start paying dividend after achieving a certain level of growth. Moreover, large
number of shares held by directors lead to high dividend and low reserve funds.
He has also found that liquidity is negatively related while as profitability,
insiders’ ownership and retained earnings as positively related with payment of
cash dividend.
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Naceur et al. (2006) examined the dividend policy of 48 firms listed on
Tunisian Stock Exchange during 1996-2004. They have tested whether or not
managers of Tunisian listed firms smoothen their dividends and have also
highlighted determinants that may influence the dividend policy pattern. The
results indicated that Tunisian managers, just like their counterparts in other
emerging markets, did not smoothen their dividend payments. Using dynamic
panel regression they have argued that highly profitable firms with more stable
earnings could afford larger free cash flows and thus paid out larger dividends,
and fast growing firms distributed higher dividends so as to attract investors.
Besides Naceur et al. (2006), the study of Kouki (2006) summarized the
most important theories of dividend behavior and empirically investigated the
corporate dividend behavior in Tunisian market. Using generalized Lintner
model for a sample of 29 firms over the period of 1992-2001, he has found that
current dividends are more sensitive to past dividends than to current earnings.
The study has further indicated that Tunisian corporations adjust their payout to
firms characteristics like earning stability, investment constraint and
shareholder structure.
Amidu et al. (2006) investigated determinants of dividend policy on a
six-year period between 1998 and 2003 in Ghana stock Exchange. The results
of the study have shown a positive relationship between payout ratios and
profitability, cash flow and taxes, there by meaning that the profitable
companies tend to pay more dividends. It was also found that the risk,
institutional holding, growth and market-to-book value has negative
relationship with payout ratio.
Papadopoulos and Charalambidis (2007) investigated the impact of
firm’s specific characteristics on dividend payout of 72 companies listed at
Athens Stock Exchange from 1995 to 2002. They have split the sample
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companies into retail and industrial firms and have found that there is no
significant difference in dividend payout of retail and industrial firms.
However, cash flow is the most important dividend payout determinants and is
positively related with dividend payments.
McCluskey and Burton (2007) studied the determinants of payout levels,
the role of taxation and the relevance of conventional signalling theory in
Ireland. Their study has revealed that the dividend policy of Irish firms
followed a policy in which dividend reductions are anathema and an increased
dividend is declared only if managements are convinced that the new dividend
levels can be maintained. The study further revealed the existence of a strong
perception that investors in high (low)-tax brackets are attracted to low (high)-
dividend shares. In other words, the directors of Irish quoted companies believe
that companies appeal to a clientele of shareholders whose consumption
patterns accord with the dividend payment patterns of the companies they
select for their portfolio. Further, no evidence was found that Irish firms use the
dividend payment to disseminate private information about firms’ future
profitability.
Al-Twaijry (2007) has tried to identify factor that influence dividend
policy by using sample of 300 companies listed on Kuala Lumpur Stock
Exchange for five years between 2001 and 2005. The results of the study have
shown that current divided are affected by the past dividends and their future
prospects, and to a lesser extent is correlated with net earnings. Furthermore,
results have shown that there is no strong correlation between the payout ratio
(POR) and future earnings growth but financial leverage has been found to
have significant negative relationship with dividend payments.
Baker et al. (2007) surveyed manager’s views about dividend policy of
the firms listed on the Toronto Stock Exchange (TSX). Their study has shown
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that Canadian firms who have paid more dividends were significantly large,
profitable, with greater cash reserves and ownership concentration, and with
fewer growth opportunities. Furthermore, the levels of current and expected
future earnings are the most important factors influencing dividend policy.
Jakob and Johannes (2008) studied determinants of payout ratio in
Denmark and have found that the dividend payers in Denmark are
characterized by positive earnings, high return on equity (ROE), low volatility
in ROE, high retained earnings, large size, and payment of dividend in last year
but no relationship is found between market to book ratio, leverage, ownership
structures and dividend decision in Denmark.
Najjar (2009) examined the dividend policy situation in Jordan and
compared the differences between developed markets and the emerging
markets in the context of dividend policy. While investigating the issue of
dividend behavior he used a sample of 86 Jordanian non-financial companies
covering a period of 9 years using pooled and panel Tobit and Logit regression
models to identify the determinants of the dividend policy and the factors that
may affect the likelihood of paying dividends. The findings of the paper
peculiarzing the dividend policy in Jordan, as a developing country, are
influenced by factors similar to those relating to developed countries such as:
leverage ratio, institutional ownership, profitability, business risk, asset
structure, growth rate and firm size. Furthermore, the results have shown that
the Lintner’s model is valid for Jordanian data, and that Jordanian firms have
target payout ratios and that they adjust to their target relatively faster than
firms in more developed countries.
Kuwari (2009) investigates the determinants of dividend policies and
payment behavior of the non-financial firms listed on the Gulf Co-operation
Council (GCC) countries (i.e. Kuwait, Saudi Arabia, Muscat; Doha, Bahrain
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stock exchanges) for the period between 1999- 2003 using a series of random
effect Tobit models. The models considered the impact of seven segments viz.
government ownership, free cash flow, firm size, growth rate, growth
opportunity, business risk and firms profitability on dividend payout ratios. The
results so obtained revealed that the dividend payments were related directly to
government ownership, firm size and firm profitability but negatively to
leverage ratio. Further, revealed that the firms were paying dividends with the
intention of reducing the agency problem and maintaining firm reputation.
Ahmed and Attiya (2009) analyzed determining factors of dividend
policy in emerging economy of Pakistan by using data of 320 firms listed at
KSE for the period from 2001 to 2006. Firstly, they analyzed Lintner, Fama
and Babiak proposed models, which were the extension of partial adjustment
model using Panel Regression and have found that Pakistani companies rely
more on current earnings and past dividend to fix their dividend payment.
Secondly, they analyzed the determinants of dividend payout and have found
that firms with stable positive net earnings pay larger dividends. Furthermore,
revealed that the ownership concentration and market liquidity were positively
related with dividend payout ratio but Growth opportunities had no impact on
dividend payment and size of the firms found to be negatively and significantly
related with payouts.
He and Li (2009) using data from listed companies in China's stock
market between 2003 and 2007 examined factors affecting a dividend payout
policy of the companies. On the basis of this study they concluded that the
characteristics of organizational structure has been found most important factor
that has influenced dividend policy of Chine’s firms. Overall, they found, that
profitable, low leverage, high cash holding, stronger shareholder protection
firms, and those firms with state ownership prior to listing and undertaking
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subsequent equity offerings are more likely to pay dividends and cash
dividends.
Pour Heidari et al. (2009) conducted a detailed study on determinants of
dividend policy of the companies listed on Tehran Stock Exchange between
1380 and 1384 by studying four factors viz. the status of liquidity, stability,
profitability, financial leverage and the existence of profitable investment
opportunities. The results of the study have shown that the most important
factors determining the dividend policy were liquidity of the company, stability
in profitability and financial leverage. The study also showed a significant
positive relationship between profitable investment opportunities and the
payout ratio.
Sim and Appannan (2011) examined the leading determinants affecting
the dividend payment decision in Malaysian listed companies in the food
industries under the consumer products sector. The relationship between
independent variables with the current dividend per share as dependent variable
was empirically analyzed through the Pearson’s correlation analysis and
Regression model. The findings of the study revealed that variables having
strong relationship with dependent variable are not necessarily the determinants
of dividend payment such as profit after tax that has the strongest relation with
dividend per share but considered irrelevant in the case of regression model.
The study revealed that debt equity ratio and past dividend per share were
found to be the important determinants of dividend payment in food industry in
Malaysia in view of the fact that 60% of the companies from the food
industries relied on the debt equity ratio when deciding the dividend payment
ratio while 40% of the companies referred to past dividends as a benchmark for
the consistent level of dividend payment.
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Mehta (2012) studied the determinants of dividend payout policy for
UAE firms listed on Abu Dhabi Stock exchange for a period of 5 years
between 2005-2009 using Profitability, Growth, Liquidity, Size and Leverage
as independent variables. In order to analyze the dividend payout behavior of
UAE firms he used correlation and backward multiple linear regression
models. Based on the results of the study he has found that size, risk and
profitability explain 42% of the total variations in the dividend payout policy.
The results also showed that Size and Risk are the two most important
considerations in deciding about dividend policy by UAE companies. He
further suggested that the results so obtained were similar to the other studies
done in developing countries i.e. the greater is the firm size, the larger is the
dividend payout.
Studies in the Indian Context
In case of India, early studies Sastry (1966) did a comprehensive study
on dividends. He tested several alternative hypotheses of dividend behavior. It
is a cross section study of firms across industries for the period 1955-60 for
public limited companies. Both annual cross section and yearly averages were
used. He tested a simple relationship between retained earnings and profit after
tax, Lintner’s model, modification on the basis of Lintner’s model in terms of
alternative definitions of profit variable and the introduction of investment
expenditure etc. His study revealed that, current profit is significant factor
affecting disposition of profits between dividend and savings. The basic
Lintner’s hypothesis provides a fairly good explanation of the dividend
behavior. It has been found that investment expenditure does have, by and
large, a negative impact on dividend.
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Rao and Sarma (1971) on corporate dividend is a time series study based
on the Reserve Bank of India data for the period 1955-56 to 1965-66. They
attempted to test three variations of Lintner’s model, one with net profit,
another with cash flow and third with net profit and depreciation separately.
The study was done at three levels of aggregation: for all public and private
limited companies separately, for four major industry groups and for ten
important public limited companies. The study concluded that, the basic
Lintner’s model with profit variable is quite appropriate for explaining the
corporate dividend behaviour at the aggregate level and in case of five
individual industries, whereas the cash flow variant turned out to be more
appropriate in case of four-individual industries. The study further revealed
that, the payout propensities differ considerably between the industries.
Krishamurty and Sastry (1975) in their study on dividend decision
examined, whether firms in India follow a stable dividend policy in the long
run or whether they alter dividend policies to suit their investment plans and
external financing situation. Their results were in support of Lintner’s model.
Dividend decisions were found largely autonomous of investment and external
financing decisions and therefore retained earnings are residual in character. It
was also observed that short run and long run marginal dividend payout ratios
for agriculture-based industries were generally low as compared to non-
agriculture based industries. The marginal coefficients were found lower for
the traditional industry. Their results revealed interdependence of decisions of
investment, dividend and external financing. There was one-way influence of
dividends through retained earnings of investment and external financing.
Dhameja (1978) in his study tested the dividend behavior of Indian
companies by classifying them into size group, industry group, growth group
and control group. His sample included 158 non-government public limited
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manufacturing companies listed on various Indian Stock Exchanges. The study
has revealed that there was no significant relationship between dividend
payout, on the one hand and industry and size on the other. Growth was
inversely related to dividend payout and was found to be significant. The main
conclusion was that dividend decisions were better explained by Lintner’s
model with current profit and lagged dividend as explanatory variable.
Agarwal (1987) focused on automobile industry and evaluated the effect
of profit and investment decisions on the dividend payout policy of
manufacturing industry which was divided into two sectors viz., car sector and
non-car sector. It is found that in non-car sector firms seems to be reluctant to
reduce the rate of dividend immediately as the profit level drops. Current profit
is an important determinant of dividend policy. Firms appear to follow a target
payout ratio. This is revealed by the statistically significant and positive co-
efficient of lagged dividend variable. Several other variables, such as, the flow
of external funds investment expenditure, working capital and requirements
and the liquidity position of firms do not seem to influence the dividend policy.
He concluded that Lintner’s specification is apt for the automobile
manufacturing industry in India.
Gupta and Sharma (1991) conducted a study of the industries with
activities of tea manufacturing. The analytical study aimed at arriving at
industrial performance with respect to dividend behavior by using five set of
statistical tool models propounded by Lintner (1956), Brittain (1966), Darling
and Dobrovolsky (1957). Out of 112 companies in tea industry, only five firms
each having foreign collaboration and not having foreign collaboration were
taken for sample study. They observed that firms with foreign collaboration,
because of economies of scale, technical know-how, access to institutional and
capital market funds and easy access to international market were in position to
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maintain regular dividend payments as those firms were not constrained by the
flow of funds. Where as firms with no foreign collaboration, though having the
national interests in mind in terms of the overall growth, were in bad position
to pay dividend to shareholders as they were badly influenced by the flow of
external finance.
Kevin (1992) analyzed the dividend distribution pattern of 650 non-
financial companies which closed their accounts between September 1983 and
August 1984 and net sales income of one crore rupees or more. He finds
evidence for a sticky dividend policy and concludes that a change in
profitability is of minor importance.
Subsequently, Mahapatra and Sahu (1993) analyzed the determinants of
dividend policy using the models developed by Lintner (1956), Darling (1957)
and Brittain (1966) for a sample of 90 companies for the period 1977-78 to
1988-89. The study has revealed that cash flow is a major determinant of
dividend followed by net earnings. Further, their analysis shows that past
dividends and not past earnings is a significant factor in influencing the
dividend decision of a firm.
Obaidullah (1993) in his study examined the dividend behavior of
Sensex 30 Companies. The study focused on the dividend behavior of these
blue chip companies for fifteen-year period, 1976-90. It was observed that
firms tend to follow a stable dividend policy. They appear to have a target
long-term dividend pay out ratio and only partially adjust their actual dividends
to achieve the target pay out ratio. Current dividends observed to depend on
current as well as past earnings. The findings of the study further disclosed that
the Lintner’s model of dividend behavior fit reasonably well in Indian context.
The evidence for a lagged relationship between earnings and dividends also
existed.
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Bhat and Panday (1994) Studied managers’ perception of dividend
decision on a sample of 425 Indian Companies for the period 1986-87 to 1990-
91. Their study revealed that managers perceive current earnings as the most
significant factor influencing their dividend decision followed by patterns of
past dividends. Two other variables viz, increasing equity base and expected
future earnings have been found to have a significant influence on dividend
decision.
Mishra and Narender (1996) analyzed the dividend policies of 39 State-
owned Enterprises (SoE) in India for the period 1984-85 to 1993-94. They
found that earnings per share (EPS) are a major factor in determining the
dividend payout of SoEs.
Narasimhan and Asha (1997) discussed the impact of dividend tax on
dividend policy of firms. They observed that the uniform tax rate of 10% on
dividend as proposed by the Indian union budget 1997-1998, alters the demand
of investors in favor of higher payouts rather than low payouts.
Mohanty (1999) after examined dividend behavior of 200 companies in
comparison with a new factorial determinant; bonus issuing factor for a period
of 15 years from 1982-91 and 1992-96. He had found that there did not exist
any constant graph mark between the company who issued bonus shares to the
shareholders and those who did not issue bonus shares. Instead he maintained
that variable results of increase and decrease in dividend rates was recorded
though no proportional decrease or increase was put on the evidence. In some
companies higher rate of return was recorded in case of bonus issuing
companies than return generated by companies that did not issue bonus share
but preferred to increase dividend rate over time.
Narasimhan and Vijayalakshmi (2002) analyzed the influence of
ownership structure on dividend payout of 186 manufacturing firms employing
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regression analysis which had showed that promoters’ holding has no influence
on average dividend payout for the period 1997-2001.
Pandey (2003) examined the dividend behavior of Malaysian companies
and attempted to find out (i) whether pay out ratios differed from industry to
industry [sectors]. (b) Whether Malaysian firms follow stable dividend policies
or not. The study has showed that there was a significant industrial differences
in payout ratios in Malaysia. It was observed that plantation and consumer
products industries paid highest dividends as having fewer growth
opportunities and higher surplus cash. On the other hand, the construction
industry has the lowest payout ratio, as its cash needs are higher for financing
growth opportunities. The results have also revealed that trading and service
sector paid lower dividends due to relatively low profitability. The results
further revealed that a large number of Malaysian firms increased payment of
dividends when their earnings increased and were reluctant to omit dividends
when there were less earnings. A multi-nominal logit technique showed that
dividend actions of the Malaysian firms were sensitive to earnings changes.
The study has revealed that Malaysian companies consider past dividends as an
important benchmark for deciding the current dividend payment. Moreover, the
high adjustment factors together with low payout ratios indicate that KLSE
(Kuala Lumpur Stock Exchange) firms frequently change their dividend
payments with changes in earnings. Thus, caused variability in dividend
payments of the KLSE companies. Hence, results confirmed that dividend
policies of Malaysian companies vary across industry.
Reddy (2004) has examined the dividend behavior of Indian corporate
firms over the period of 1990-2001 listed on NSE and BSE. On the basis of this
study he concluded that dividend changes are influenced more by
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contemporaneous and lagged earnings performance rather than by future
earning performance.
Sur (2005) conducted study on three specific variables of the company
namely Colgate Palmolive (India) Ltd. with a view to ascertain their impact on
dividend payment. The three factors included—the liquidity of the company
(Quick ratio); the size of the company (Capital employed) and the profitability
(EPS). His study has indicated that in pre-liberalization period the dividend pay
out ratio was less smaller compared to that of post-liberalization. Further found
that in post-liberalization era/period the company’s liquidity and size showed a
significant improvement while as EPS has proportionality declined.
Rath and Reddy (2005) examined the dividend behavior of Indian
corporate firms in an emerging market (India), identifying characteristics of
dividend payers and non payers from 1991 to 2001. The analysis of their study
indicated that the percentage of companies paying dividends has indeed
declined, from over 57 percent in the early 1990s to about 30 percent in 2001.
During this period, the number of firms that stopped paying dividends sharply
increased, from 2.5 percent in 1991 to 34 percent in 2001. The percentages of
firms that did not pay any dividends also increased steadily, and the proportion
of firms that paid regular dividends substantially declined. The regression
results confirmed that dividend-paying companies were likely to be larger and
more profitable than non-paying companies, though growth opportunities do
not seem to have significantly influenced the dividend policies of Indian firms.
Kumar (2006) investigated the association between corporate
governance and the dividends payout policy for a panel of 2,575 Indian
corporate firms over the period 1994–2000 using well established dividend
payout models like Full adjustment model, Partial adjustment model, Earnings
trend model and Regression model. He in his study explains the differences in
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the dividend payout behavior of the firms with the help of firms’ financial
structure, investment opportunities, dividend history, earnings trend and the
ownership structure. The findings of the study have shown a positive
association of dividends with earnings, dividend trends and past investment
opportunities. The ownership was also found as one of the important variables
that influenced the dividend payout policy. However, the relationship was also
found different for different classes of owners and at different levels. Thus,
inculcated that the ownership structure does not influence dividend payout
policy of the firm uniformly and further revealed that debt-equity ratio and
institutional ownership has been found to have inverse effect on dividends.
However, no evidence in favor of an association between foreign ownership
and dividend payout was found.
Goyal and Paul (2007) conducted a study on Indian Banking Industry to
analyze the major determinants of dividend policy using econometric
techniques like Backward Regression model, Lintners model and Granger
Causality model. Specifically, the conclusions of the study included:--a) that
more or less stable dividend policy is followed by Indian Banking sector. b)
that lagged dividend, change in sales, Profit after tax (PAT) and interest are the
factors demonstrating the significant effect on dividend decision while as
factors like capital expenditure, depreciation and cash flow have no effect on
dividend policy.
Bhayani (2008) conducted a study on the dividend policy behavior of
BSE 30 India firms listed on Bombay Stock Exchange for the time period
between1996-97 to 2004-05 to study the impact of profitability, liquidity and
size of business on dividend payout. Using regression analysis he has found
that profitability and liquidity of the firm are highly influencing factors in
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determining dividend policies of Indian companies. The study has also revealed
that major companies follow conservative dividend payout policies.
Anil et al. (2008) by using data of sample companies in the IT industry
in India between 2000 and 2006 identified the determinants of dividend policy.
Variables studied were: profitability, cash flow, corporate tax, sales growth and
the book to market ratio. Consistent with the literature, the first two variables
have positive relationship with dividend payout and next three variables were
found negatively correlated. Using regression and correlation methods, they
have concluded that all relations expressed in the literature is consistent with
the IT sector and most important variables in determining dividend payout is
high liquidity and profitability in this sector in India.
Mistry (2010) while conducting a study on dividend policy of Pharma
companies in India has found that the increase in profitability and operating
activities does not always results into increase in the dividend pay-out ratio of
Pharma players in Gujarat. Further found that the decrease in taxation results
into an increase in dividend pay-out ratio while increase in annual sales growth,
favorable capital market activities and higher liquidity affects the dividend pay-
out ratio.
Muthusamy and John (2010) studied the dividend policy of the Indian
paper industry by using the two way determinants/characteristics which include
dependent and independent variables viz. Dividend payout ratio as dependent
variable and Growth in sales, Earning per share, Price earning ratio, Market
value to Book value, Cash flow, Leverage, Liquidity and Return on assets as
independent variables. Using Ordinary Least Square (OLS) Regression method
to analyze the data collected from the sample Top-ten paper firms from Indian
paper industry listed in Bombay Stock Exchange they have concluded that
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Earnings per share, Leverage and Price earnings ratio are negatively related to
dividend payout ratio.
Mistry (2011) attempted to ascertain influence of the factors i.e. Total
Assets, Liquidity, Inventory Turnover Ratio, Profitability and Retained
Earnings on the dividend decision of Indian cement industry for a period
between 2004-05 to 2008-09. He studied 28 out of 36 listed cement companies
on the basis of performance, position, sales and paid up capital using a multiple
linear regression model. The results of the study have revealed that the change
in Total Assets and Profitability affects dividend decision positively; while
change in Liquidity, Inventory Turnover Ratio and Retained Earnings affects
dividend decision negatively. The results further showed that the average rate
of equity dividend of the companies under the study has increased from
23.51% in 2004-05 to 54.17% in 2008-09 during the study period.
Research Gaps
From the forgoing detailed review and analysis of literature, it is being
observed that although Plethora of literature on different dimensions and
aspects of corporate dividend policy in other countries is available yet there is a
dearth of literature especially dealing with corporate dividend behavior in
Indian scenario. As a matter of fact, since the corporate dividend behavior is a
newly emerging aspect and complex one with lot of contentious issues thus is
although attracting the attention of scholars, academicians, corporates,
economists and alike. Yet the number of studies conducted in the Indian
context is limited on the one hand and on the other hand many of the studies
conducted so far suffered from various limitations. There are a number of
studies which are ascribed to limited study period, limited sample size,
limitations in respect of sample characteristics and methodology used. For
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example, in the study conducted by Jazur and Naznee (2005) only two years
have been used as the study period. In the same way Bhayani (2008) has taken
a limited sample size of 30BSE listed Companies. Study based on a very
limited period may lead to erroneous generalization. Further, statistical
inference based on small sample size is prone to error. Beauty of cross-
sectional observations is missing in maximum studies (See Wurgler, 2003).
Barring a few instances, the studies are searching for the determinants of
dividend payment (mostly, dividend payout). Only a few studies (like, De
Angelo, De Angelo and Skinner, 2004; Kumar, 2003) traced the trends in
dividend payment. It is observed that the extensive literature on dividend policy
in the last five decades is unable to reach a consensus on research on a general
dividend theory that can either explain the process of dividend decision making
or predict an optimal dividend policy. Moreover, no innovative research
method has been proposed/ generalized for the companies to be adopted while
as the present status of the dividend policies in the companies continued to be
in the unchanged form. Therefore, it becomes important to study dividend
behavior of Indian companies using the framework of empirical models. In this
backdrop, using proper methodology an endeavor is made in this proposed
study to examine the impact of firm characteristics on corporate dividend
policy.
Chapter – 3
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INTRODUCTION
orporate entities exist for one reason that is to maximize the shareowners
wealth. It is in view of this fact all financial actions are only aimed
towards the shareowners wealth maximization. Dividend policy which is
believed to have a direct impact on shareowners wealth maximization as such
has remained an issue of interest in financial literature since joint stock
companies came in existence. Right from the beginning two pertinent questions
about dividend decision have remained the focal point viz, Does dividend
decision has any bearing on the share owners’ wealth maximization? and what
factors determines payout ratio. On the impact of dividend decision on share
holders’ value still remains an unresolved issue in financial literature. The
opinion on this issue is divided one; however, in the long run the dividend
decision is believed to have an impact on share owners’ wealth. The classical
irrelevance theory of dividend decision namely M&M Hypothesis suffers from
various limitations. The fact is that dividend decision has its impact on
shareholders value as it has information value and more importantly in the long
run it influences future growth of a company. Some companies pay dividends
and some do not pay dividends. What factors determine the payout ratio is an
another question for which efforts are being made to seek an answer in
financial literature. Lot is being written on the factors that determine dividend
decision. The present study is one such attempt which aims to seek answers to
the following research questions.
 To study the trends in dividend policies of sample companies
C
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 To study the relationship statistically between the Dependent variables
and Explanatory variables.
 What type of firm characteristics plays a major role in corporate
dividend policies?
Accordingly, this chapter is divided into two sections, one section
examines dividend patterns historically in as many ways as possible and the
other section presents the discussion on the determinants of dividend payments
which forms the main objective of the study. The study is based on the
secondary data which has been collected from the official websites of the
sample companies. Since the size of the universe was large, as such a
reasonable and representative sample of the universe was taken for study.
Keeping in view the true representative character, 50 companies included in the
CNX Nifty have been taken as a sample for the study. These fifty companies
cover 19 sectors both public and private sectors and account for 63% of the
trading volumes of the National Stock Exchange.
To examine the dividend patterns historically descriptive statistics in the
form of trimmed mean and standard deviation of dependent variables has been
used which has been calculated both company-wise and year-wise. The
analysis of dividend pattern of sample has also been made on the basis of the
age, asset size, sales size and sector with the purpose to study the differences in
dividend pattern based on these classifications.
To determine the major determinants of dividend payout, Bi-variate
statistics like Correlation co-efficient and Multi- variate regression equation
have been used. Statistical test of significance were also used to determine
statistically the significance of relationship between the dependent variable and
independent variables.
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Section I: Trends in Dividend payments
For examining the pattern of dividend payments historically, average
dividend paid by the sample companies during the period under reference has
been studied. The data about Average Dividend and Average Profit After Tax
(PAT) presented in table 3.1 reveals that the average dividend paid by the
sample companies during the period under study (2005-06 to 2009-10) has
shown an increasing trend. It can be seen from the above referred table that the
average dividend which was `514.90 crores in 2005-06 has increased to
`917.22 crores in 2009-10 thus has registered almost two fold increase in the
amount of dividends paid by the sample companies. This is indicative of the
fact that the sample companies during the reference period has recorded better
operating performance which also gets clear from the Average profit After-tax
figures of the sample companies. It also becomes clear from the data presented
in the above referred table that the Average Profit After Tax of the sample
companies has also witnessed an increasing trend during the reference period.
The Average Profit After Tax have increased from `1725.98 crores in 2005-06
to `3220.53 crores in 2009-10. One important inference that can be drawn from
the above discussion is that the dividends paid by the sample companies have
increased over the period with the increase in profits which means the sample
companies have shared prosperity with the shareowners by increasing their
payout ratios in line with the increase in profit after Taxes.
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Table 3.1: Trends in Dividend Payment and PAT during 2005- 2006 to 2009-2010
(Total sample of 50 companies)
(` Crores)
YEAR
Average
dividend
Percentage
Change over
the previous
year
Std.
deviation of
dividend
AVG.PAT
Percentage
Change over
the previous
year
Std. deviation
of dividend
2005-06 514.90 -- 950.023 1725.98 -- 2417.98
2006-07 598.87 16.30 988.23 2278.26 32.00 2795.22
2007-08 700.61 16.98 1070.30 2800.93 22.94 3635.58
2008-09 705.88 0.75 1059.24 2933.76 4.74 3342.70
2009-10 917.22 29.94 1249.73 3220.53 9.77 3513.44
Source: Annual Reports of sample companies
The number of companies which paid dividend during the period under
study has shown an upward trend. Table 3.2 which presents the data about the
number of companies which have paid dividends reveals that out of the sample
of 50 companies, 47 companies have paid dividend in 2005-06 which have
increased to 49 companies in 2009-10. Consequently, the number of sample
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Figure 3.1: Trends in Dividend and PAT during 2005-2006 to 2009-2010
(Total sample of 50 companies)
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companies which have not paid dividend in 2005-06 were three (03) companies
which have reduced to one (01) company only in 2009-10. The increasing trend
in dividend paying companies is again indicative of the fact that the sample
companies have witnessed improvement in their operating performance which
these companies have tried to share with the shareowners by paying them more
and more dividends.
Table 3.2: Trends in Dividend payment during 2005- 2006 to 2009-2010
Year
Paid Dividend Not Paid Dividend
Number of
Companies
As % of Sample
companies
Number of
Companies
As % of Sample
companies
2005-06 47 94.00 03 6.00
2006-07 48 96.00 02 4.00
2007-08 47 94.00 03 6.00
2008-09 48 96.00 02 4.00
2009-10 49 98.00 01 2.00
Source: Annual Reports of sample companies
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Distribution of companies between payers and non-payers has been
analyzed, the results of which have been presented in table 3.3 which is given
as under.
Table 3.3: Distribution of dividend payers and non payers:
Number of companies and percentage
Year
Payer/Non-
Payer
2005-06 2006-07 2007-08 2008-09 2009-10
Payers-Group
Payer
%
47 48 47 48 49
94.00 96.00 94.00 96.00 98.00
Regular Payer
%
47 46 47 46
98.00 97.87 97.91 93.87
Initiator
%
1 0 1 0
2.08 0.00 2.08 0.00
Current Payer
%
1 0 3.00
2.12 0.00 6.12
Year
Payer/Non-Payer 2005-06 2006-07 2007-08 2008-09 2009-10
Non- Payers-Group
Non-Payer
%
03 02 03 02 01
6.00 4.00 6.00 4.00 2.00
Never Paid
%
2 2 1 1
100.00 66.67 50.00 100.00
Former Payer
%
1 1 0
33.33 50.00 0.00
Current Non-
Payer
%
0 0 0
0.00 0.00 0.00
Source: Annual Reports of sample companies
Perusal of the data presented in the above table reveals that the payer
companies have shown an increasing trend over the period which in other words
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means that the companies not paying dividends have shown a declining trend.
However, within the payer group, regular payers have witnessed a declined trend.
The sample companies which were paying regularly have declined from 47
companies in 2005-06 to 46 companies in 2009-10. It can also be seen from the
above table that the initiator companies have witnessed a fluctuating trend; one
company each has initiated paying of dividend in 2006-07 and 2008-09
respectively. The other fact that becomes clear for the above table is that the
current payers have increased from one (01) company in 2007-08 to three (03)
companies in 2009-10. A Close scrutiny of the non- payer group reveals that the
sample companies which have never paid dividends have declined from two (02)
companies to one (01) company only. What can be inferred from the above
discussion is that the overwhelming majority i.e. 98% of the sample companies
have been found paying dividends during the period under study. Besides,
regular payers also constitute overwhelming majority of the sample companies
although the regular payers have witnessed a decline.
Average Dividend paid Industry -wise
The pattern of dividends during the reference period has also been studied
industry-wise the results of which have been displayed in table 3.4 given as
under:
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Table 3.4: Average Dividend Paid during 2005-2006 to 2009-2010--Industry-wise (` in
Crores)
S.No. Name of Industry 2005-06 2006-07 2007-08 2008-09 2009-10
1.
Infrastructure, Construction
and Engineering
365.25 536.01 643.60 591.25 648.23
2. Petroleum 2450.91 2684.87 2611.55 2661.80 2838.60
3. Telecommunications 455.94 479.54 714.72 640.57 1031.90
4. Banking and Finance 296.94 355.39 508.31 637.41 719.00
5. Transportation 329.42 346.90 334.86 281.84 871.43
6. Pharmaceuticals 153.25 166.39 109.00 136.38 179.89
7.
Chemicals, Minerals and
Natural Resources
125.95 184.31 223.92 212.25 268.04
8. Power 576.88 663.33 756.01 777.41 844.75
9. Diversified 743.75 847.94 1052.68 1057.68 1542.47
Source: Annual Reports of the sample companies
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Figure 3.4: Average Dividend Paid during 2005-2006 to 2009-2010 --
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From the above table it becomes clear that the sample companies
consists of nine industries which includes ‘Infrastructure, Construction and
Engineering, Petroleum, Telecommunications, Banking and Finance,
Transportation, Pharmaceuticals, Chemicals, Minerals and Natural Resources,
Power and Diversified’. However, a close scrutiny of the data presented in the
above table reveals that maximum amount of dividend has been paid by
Petroleum Industry throughout the reference period followed by Diversified,
Power and Telecommunications respectively. The least amount of dividend
during the reference period has been paid by Pharmaceutical Industry and
Chemicals, Minerals and Natural Resources Industry. The other fact that
becomes clear from the above table is that all the sample industries have
witnessed a up-trend in the amount of dividend paid during the period under
study which confirms the earlier finding that the sample industries/companies
have recorded an improvement in their operating performance which these
industries/companies have shared with their shareowners by increasing the
amount of dividend paid.
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Average Dividend per Share
Dividend per share is an important element of dividend policy which
clearly reveals that out of Earnings Per Share (EPS), how much has been
distributed or retained. Table 3.5 which details out the data about maximum
DPS and Average Dividend Per Share (DPS) reveals that the maximum
dividend per share which has remained in the range between `32 to `110
during the reference period has shown a fluctuating trend. In 2005-06 the
maximum dividend per share which was `45 had declined to `32 in 2008-09
and thereafter it increased significantly to `110 in 2009-10. However, the
average dividend per share in the narrow range of `9.58 to `12.83 has
increased. The important fact being revealed by the data presented in table 3.5
is that the average dividend per share has witnessed an increasing trend which
again confirms the earlier finding that the sample companies have been found
to have increased their dividend payout during the reference period.
Table 3.5: Average Dividend Per Share (DPS) during 2005- 2006 to 2009-2010 (in `)
Year Min. DPS Max. DPS Avg. DPS
Standard
Deviation
2005-2006 0.00 45.00 10.01 11.07
2006-2007 0.00 40.00 10.18 9.52
2007-2008 0.00 45.00 10.09 9.69
2008-2009 0.00 32.00 9.58 8.76
2009-2010 0.00 110.00 12.83 17.29
Source: Annual Reports of sample companies
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Dividend per share has also been studied industry-wise the results of
which have been presented in table 3.6. Perusal of table 3.6 reveals that the
maximum dividend per share has been paid by the Petroleum Industry followed
by Transportation Industry and Diversified Industry respectively. It also
becomes clear from the above table that least amount of Dividend Per Share
has been paid by Power Industry followed Pharmaceuticals and Banking &
Finance. The other fact that becomes clear from the above referred table is that
all the sample industries have witnessed fluctuating trend in the amount of
dividend paid per share during the study period. The Petroleum, Diversified
and Transportation Industries have been found to have paid more amounts of
dividends during the period under study.
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Table 3.6: Industry-wise Dividend Per share (DPS) during 2005-2006 to 2009-2010 (in `)
S.No. Name of industry 2005-06 2006-07 2007-08 2008-09 2009-10
1.
Infrastructure, Construction
and Engineering
7.71 10.21 8.72 8.65 9.62
2. Petroleum 19.33 19.00 15.33 15.33 18.16
3. Telecommunications 11.88 6.03 9.42 8.04 8.83
4. Banking & Finance 6.92 8.07 9.93 13.16 11.79
5. Transportation 17.39 17.67 14.16 12.35 36.51
6. Pharmaceuticals 5.25 5.24 4.06 5.50 7.25
7.
Chemicals, Minerals
&Natural Resources
16.71 17.33 19.33 4.91 5.33
8. Power 3.44 3.80 4.38 4.67 4.88
9. Diversified 10.53 12.98 11.54 11.74 10.82
Source: Annual Reports of sample companies
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Average Dividend Payout Ratio
Dividend payout ratio relates ‘dividend paid to the capacity to pay
dividends’, which is determined by profits. Dividend payout Ratio (DPR) is
calculated by dividing the amount of dividend per share with earnings per share
of each company in each financial year. The data about Average dividend
payout ratio by industry-wise is presented in table 3.7 which is given as under:
Table 3.7: Industry-wise Average Dividend Payout Ratio during 2005-2006 to
2009-2010
S.No. Name of Industry 2005-06 2006-07 2007-08 2008-09 2009-10
1.
Infrastructure, Construction and
Engineering
18.30 28.52 21.88 20.75 25.93
2. Petroleum 37.35 36.61 27.54 36.16 35.09
3. Telecommunications 29.86 20.47 28.75 20.50 28.42
4. Banking & Finance 21.95 22.20 20.71 22.18 24.56
5. Transportation 29.47 27.44 27.98 30.47 40.80
6. Pharmaceuticals 37.29 25.15 14.21 15.31 19.11
7.
Chemicals, Minerals & Natural
Resources
28.49 31.07 21.34 25.38 33.70
8. Power 22.66 22.11 23.14 21.58 22.44
9. Diversified 33.46 30.22 36.15 28.55 38.47
Source: Annual Reports of sample companies
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Perusal of above table reveals that dividend payout ratio across all
industries have shown a fluctuating trend during the reference period. It can be
seen from the above table that the maximum dividend payout ratio was 37.35
percent in case of Petroleum industry followed by Diversified, Transportation,
Chemicals, Minerals & Natural Resources and Telecommunications
respectively. The lowest payout ratio was 19.11 percent in case of
Pharmaceuticals industry.
Section II: Determinants of Dividend payout
This section of the chapter discusses the various determinants of
dividend decision by highlighting the factors that actually determines the
dividend payout of sample companies. Three dependent variables viz; Dividend
payout, Dividend Rate and Dividend Yield have been used to determine the
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factors that determines dividend decision. A large number of factors are likely
to have a bearing on dividend decision. The present study has tried to cover all
the possible factors as such, 12 factors (Independent Variables) have been
studied. These includes ---
 Current Year’s Earnings After Tax (Et)
 Past Year’s Earnings After Tax (Et-1)
 Expected Future Earnings (Et+1)
 Cash Position (CPt)
 Cash Flow During The Year (CFt)
 Current Year’s Tax Ratio (TRt)
 Pattern of Past Dividends (AVGDIVt-1)
 Capital Expenditure For The Current Year (CEXt)
 Financial Leverage ( LDt)
 Age of Companies (AGEt)
 Size of Company (St)
 Control of company (CCt)
Each of these Independent and Dependent variables are briefly
discussed as under:-
Dividend Payout Ratio
This ratio specifies the percentage of earnings paid in the form of
dividends. As such it is calculated by dividing total equity dividend of one
accounting year by the total earnings of that year. A payout ratio of over 100
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percent means that past profits have also been used to pay dividends. This
Ratio is depicted as DPt.
Dividend Rate
It is computed by dividing the total equity dividend by the face value of
all equity shares outstanding at the close of that year. This ratio is depicted as
DRt.
Dividend Yield
This ratio reveals the payoff to the shareowners in percentage terms. It is
calculated by dividing total equity dividend by the market price of shares of a
company. Generally the closing year market price is taken. But we have taken
the average of the opening and closing year market price to account of swings
in the market price. By taking closing year market, there exists disparity
between the time periods of numerator and denominator. This renders the ratio
merely an approximation of what the real picture is. It is in view of this fact
that this ratio is not considered as accurate as the other two dividend ratio viz.,
Dividend Payout and Dividend Rate. This ratio is depicted as DYt.
Independent Variables
Current Year’s Earnings After Tax
Dividends are generally paid out of current years residual earnings, as
such this variable is assumed to have a bearing on the Dividend decision. It is
in view of this fact that this factor has been selected as one of the independent
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variables. It is calculate by subtracting all the cash and non-cash expenses
including interest on loans/debentures, taxes and preference dividend from the
total revenues earned during the year. This variable is depicted as Et.
Past Year’s Earnings After Tax
It is a fact that dividends does not depend only on current years earnings
but also on the past years profits. A company with consistency in profitability
over a period of time is able to pay dividends more easily then the company
with poor track record of past profitability as past earnings offer a cushion for
paying dividends. Owing to this fact, this variable also has been selected for the
study. This variable is calculated in the same way as that of current year’s
earnings and is depicted as Et-1.
Expected Future Earnings
Future earnings are assumed to have close association with the dividend
rate. Companies which are expected to earn more in future are likely to pay
more dividends then the companies whose future earnings are expected to be
low. It is in view of this fact this factor has also been selected for the study. It is
obtained by applying average growth rate for the past three years on the current
year’s earnings after tax. This variable is denoted as Et+1.
Pattern of Past Dividends
Studies have shown that companies generally aim at maintaining stability
in paying dividends. This means that the dividend of a year is influenced by the
history of previous dividend payments. In this way current year’s dividend is
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related to the pattern of past dividends. The pattern of past dividends is
computed by taking the average of dividends paid for three years immediately
preceding the current year. This variable is depicted as AVGDIVt-1.
Cash Position
In India law allows to pay dividends in cash form only. As such the
ability of a company to pay dividend would depend on the cash position.
Therefore, cash position of a company is believed to be associated with the
dividend payment. The cash position of a company is taken equal to cash in
hand, cash at bank and the value of marketable securities. In the study, cash
position at the end of the financial year in respect of which the dividend
payment is considered is taken as the cash position of a company. This variable
is denoted as CPt.
Cash Flow During the Year
Not only the cash balance of the year is available to pay dividends but
the cash flows of the current year also can be utilized to pay dividends. As such
the cash flows of the current year are also likely to have an association with the
dividend decision. Cash flows during the year arise from Operating activities,
Investing activities and Financing activities; But for the purpose of
convenience, cash from operating activities only has been taken which has been
computed by adding depreciation to the after tax income or loss of that year.
This variable is denoted as CFt.
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Current Years Tax Ratio
Dividends are paid from the earnings left after paying income tax.
Therefore, higher the tax rate payment less the amount available for dividends.
It is in view of this fact, the tax ratio is believed to have a relationship with the
dividend payout. The current year’s tax ratio is calculated by dividing the
absolute tax figure of the company for a particular year by the earnings before
tax of the company for that year. This variable is depicted as TRt.
Capital Expenditure of the Current Year
Many regard dividend decision as a residual decision in the sense that
from the available earnings first capital expenditure are met. Conversely, the
dividends are paid from the balance earnings left after meeting various capital
expenditures. Owing to this fact, it is believed that less the capital expenditures,
more the ability of a company to pay dividends and vice versa. Therefore,
capital expenditure is assumed to be one of the determinants of the dividend
decision. This variable is computed by taking the difference between the net
fixed assets of two consecutive years and is being denoted as CEXt.
Financial Leverage
Studies have shown a mixed relationship between financial leverage and
dividend payout. Rozeff (1982) has pointed out that those firms with high
financial leverage tend to have low payout ratios possibly because of debt
covenants are due to more interest payments. Al-Malkawi (2007) confirmed
that the firms financial leverage is significantly and negatively related to its
dividend policy. Owing to these and other findings, the relationship between
financial leverage and dividend payout has also been studied. This variable has
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been computed by dividing the sum total of short term and long term liabilities
by total shareholders funds and has been denoted as LDt.
Age of Companies
During their life cycle, companies pass through three stages viz, growth,
maturity and declining stage. The growth stage lasts for the first few years
which is followed by the maturity stage and declining stage. During the growth
stage, companies require more to invest and at the same time have poor excess
to external funding thus heavily depend upon internal funding. Contrary to this,
companies in the maturity stage have less to invest and have easy access to
external funding, and are thus able to distribute more earnings. It is in view of
this fact it is said that older companies are able to pay more dividends than the
companies of lesser age. Owing this fact the age variable has been selected for
the study and has been denoted as AGEt.
Size of Company
Studies have shown that there exists relationship between size of a
company and dividend payout. It has been found that the big size companies
pay higher dividends and the smaller size companies pay small dividends as the
smaller size companies do not enjoy easy access to external funds while as
large size companies enjoy easy excess to external funding thus are able to pay
more dividends than the smaller size companies. The size of a company has
been measured by the natural logarithm of the book value of the firms total
assets. This variable is denoted as St.
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Control of Company
On the basis of control, companies are classified into public sector and
Private sector. Public sector companies can be further classified into closely
held companies and widely held companies. The relationship between control
and the dividend payout has been rarely studied. The present study has also
tried to find out relationship between the control and dividend payout by
classifying the companies into closely held and widely held companies. The
control has been taken as percentage of ownership lying with the promoters of
a company and is denoted as CCt.
Determinants of Dividend Policy
The main objective of this study is to find out the major determinants of
dividend payout. To identify the major determinants of divided policy three
dependent variables viz, Dividend payout, Dividend Rate and Dividend Yield
and twelve independent variables discussed above have been selected. In the
first instance correlation coefficients between the dependent variables and
independent variables have been computed separately with each independent
variable in order to find-out whether there exists positive or negative
correlation between each independent variable and the dependent variables and
whether the relationship is statistically significant or insignificant. The
existence of positive relationship between dependent variable and the
independent variable reveals that the two variables move in tandem with each
other while as negative correlation means that the dependent and independent
variables move in an opposite direction. The relationship between two
variables generally exists either positive or negative but unless it is not
statistically significant it is meaningless. If the relationship is statistically
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significant at a given level of confidence that relationship is deemed to be
meaningful which in other words means that it explains the dominance of that
independent variable. The results of Bi-variate correlation between three
dependent variables and twelve independent variables have been presented and
discussed below.
Table 3.8: Pearson’s correlation co-efficients between ‘Dividend Payout’ and Selected
‘Independent Variables’
YEAR
20005-06 2006-07 2007-08 2008-09 2009-10Independent
variable
Et 0.114(0.432)
0.012
(0.933)
0.022
(0.879)
0.032
(0.827)
-0.019
(0.897)
Et-1 0.108(0.453)
0.079
(0.586)
0.093
(0.523)
0.060
(0.679)
0.001
(0.997)
Et+1 -0.020(0.888)
-0.002
(0.989)
-0.030
(0.834)
-0.251
(0.079)
-0.205
(0.152)
CPt -0.113(0.435)
-0.078
(0.588)
-0.064
(0.659)
-0.056
(0.697)
-0.099
(0.496)
CFt -0.095(0.511)
-0.034
(0.816)
0.051
(0.725)
-0.010
(0.943)
-0.091
(0.531)
TRt -0.100(0.490)
-0.106
(0.465)
-0.103
(0.478)
0.091
(0.530)
0.056
(0.699)
AVGDIVt-1 0.354*(0.012)
0.294*
(0.038)
0.323*
(0.022)
0.391**
(0.005)
0.242
(0.091)
CEXt -0.104(0.470)
-0.281*
(0.048)
0.157
(0.275)
-0.198
(0.169)
-0.104
(0.471)
LDt -0.154(0.286)
0.074
(0.609)
-0.104
(0.473)
-0.039
(0.789)
-0.162
(0.261)
AGEt 0.133(0.356)
0.165
(0.252)
0.111
(0.442)
0.222
(0.120)
0.134
(0.355)
SIZE -0.086(0.553)
-0.075
(0.605)
-0.043
(0.765)
-0.030
(0.838)
-0.104
(0.472)
CONTROL -0.121
(0.404)
0.144
(0.317)
0.015
(0.918)
-0.097
(0.501)
0.005
(0.974)i) Promoter
ii)Non-Promoter 0.121(0.404)
-0.144
(0.317)
-0.015
(0.918)
0.097
(0.501)
-0.005
(0.975)
Figures in the bracket indicate the exact level of significance (p --- values)
**Correlation is significant at the 0.01 level (2- tailed).
*Correlation is significant at the 0.05 level (2- tailed).
Source: Annual Reports of sample companies
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Correlation of Dividend Payout with the Independent Variables
The Pearson’s correlation coefficients between dividend payout and
selected independent variables have been presented in table 3.8. Perusal of the
data contained in the above referred table reveals that dividend payout is
consistently and positively correlated with the current year’s earnings after tax,
previous year’s earnings after tax, pattern of past dividends and age of
companies. While as dividend payout is consistently and negatively correlated
throughout the study period with expected future earnings, cash position and
the size of the company. It can also be seen from the above referred table that
there also exists negative relationship between the dividend payout and cash
flows during the year, tax ratio, capital expenditure, leverage and control but
not consistently i.e. through out the period. It becomes clear from the above
referred table that there exists consistently, positively and statistically
significant relationship between dividend payout and the pattern of past
dividends only both at 1% to 5% levels of significance. The relationship
between dividend payout and capital expenditure has also been found
negatively and statistically significant at 5% level of significance in one year
only. What can be concluded from the above discussion is that there exists
consistently positive correlation with some factors and consistently negative
correlation with other factors but the dividend payout is consistently, positively
and statistically significantly related only with the pattern of past dividends
which means that only the pattern of past dividends has a meaningful
relationship with the dividend payout. Conversely, it means that the
relationship between dividend payout and all other factors except capital
expenditure is not meaningful in the sense that these factors can not be
considered as the determinants of dividend policy. The capital expenditure has
a significant relationship with dividend payout only during one year, and thus
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lacks consistency in the relationship. As such this factor also can not be
considered determinant of dividend policy.
Table 3.9: Pearson’s correlation co-efficients between ‘Dividend Rate’ and
Selected ‘Independent Variables’
YEAR
2005-06 2006-07 2007-08 2008-09 2009-10Independent
variable
Et
0.130
(0.367)
0.050
(0.730)
0.068
(0.639)
0.104
(0.473)
0.017
(0.909)
Et-1
0.079
(0.585)
0.066
(0.651)
0.079
(0.583)
0.064
(0.658)
-0.021
(0.884)
Et+1
0.563**
(0.000)
0.558**
(0.000)
0.540**
(0.000)
-0.095
(0.514)
-0.074
(0.609)
CPt
-0.109
(0.451)
-0.107
(0.460)
-0.100
(0.490)
-0.024
(0.868)
-0.055
(0.704)
CFt
-0.091
(0.532)
-0.122
(0.400)
-0.061
(0.675)
-0.005
(0.970)
-0.061
(0.674)
TRt
-0.069
(0.633)
-0.126
(0.382)
-0.180
(0.210)
-0.123
(0.396)
-0.105
(0.469)
AVGDIVt-1
0.187
(0.193)
0.141
(0.330)
0.157
(0.277)
0.172
(0.232)
0.045
(0.758)
CEXt
-0.069
(0.633)
-0.157
(0.275)
-0.003
(0.983)
-0.110
(0.447)
-0.062
(0.669)
LDt
-0.235
(0.101)
-0.243
(0.089)
-0.205
(0.154)
-0.125
(0.388)
-0.109
(0.450)
AGEt
0.030
(0.837)
0.147
(0.308)
0.072
(0.617)
0.097
(0.502)
-0.004
(0.980)
SIZE
-0.115
(0.427)
-0.132
(0.359)
-0.098
(0.498)
-0.038
(0.793)
-0.070
(0.628)
CONTROL 0.055
(0.704)
0.079
(0.587)
0.043
(0.765)
0.028
(0.847)
0.032
(0.827)i) Promoter
ii)Non-Promoter
-0.055
(0.704)
-0.079
(0.587)
-0.043
(0.765)
-0.028
(0.847)
-0.033
(0.820)
Figures in the bracket indicate the exact level of significance (p --- values)
**Correlation is significant at the 0.01 level (2- tailed).
*Correlation is significant at the 0.05 level (2- tailed).
Source: Annual Reports of sample companies
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Correlation of Dividend Rate with the Independent Variables
Dividend rate, the another dependent variable whose relationship with
the selected independent variables has been studied. For this purpose Pearson’s
correlation coefficients were obtained which have been presented in table 3.9.
Perusal of the data contained in the above referred table reveals that the
dividend rate is positively, consistently and significantly related only with one
variable; namely expected future earnings during the first three years i.e. from
2005-06 to 2007-08. During the last two years i.e. 2008-09 and 2009-10 the
relationship is not statistically significant. During these two years, the
relationship between dividend rate and expected future earnings is found
negatively related. It also becomes clear that the relationships of dividend rate
with other explanatory factors are found to be very weak and statistically
insignificant. The relationship of dividend rate with current year’s earnings,
past year’s earnings, pattern of past dividends and age has been found
consistently positive. While as the relationship of dividend rate with other
explanatory factors like cash position, cash flow during the year, tax ratio,
capital expenditure and leverage has been found consistently negative. The
only inference that can be drawn from the above discussion is that only one
explanatory factor namely expected future earnings has a meaningful
relationship with the dividend rate, however, during the first three years of the
reference period only meaning thereby that this factor only has been found to
have influenced dividend payment of the sample companies. Conversely, it
means that rest of the factors have not influenced the dividend payout of the
sample companies. This finding is different from the earlier findings about the
relationship between dividend payout and selected independent variables where
it was found that the pattern of past dividends only was found statistically
significantly correlated with the dependent variable i.e. dividend payout.
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Table 3.10: Pearson’s correlation co-efficients between ‘Dividend Yield’ and
Selected ‘Independent Variables’
YEAR
2005-06 2006-07 2007-08 2008-09 2009-10Independent
Variable
Et 0.324*(0.022)
0.218
(0.128)
0.118
(0.413)
0.157
(0.277)
0.083
(0.568)
Et-1 0.372**(0.008)
0.252
(0.078)
0.215
(0.134)
0.155
(0.282)
0.030
(0.837)
Et+1
-0.074
(0.610)
-0.102
(0.482)
-0.057
(0.693)
-0.164
(0.254)
-0.185
(0.198)
CPt 0.096(0.508)
-0.021
(0.886)
-0.045
(0.757)
0.164
(0.254)
-0.006
(0.969)
CFt 0.195(0.175)
0.057
(0.696)
0.075
(0.605)
0.146
(0.312)
0.003
(0.984)
TRt 0.276(0.053)
0.142
(0.326)
0.142
(0.327)
0.279*
(0.050)
0.098
(0.498)
AVGDIVt-1 0.379**(0.007)
0.352*
(0.012)
0.417**
(0.003)
0.417**
(0.003)
0.270
(0.058)
CEXt
-0.087
(0.547)
-0.257
(0.072)
0.156
(0.280)
-0.171
(0.236)
-0.104
(0.470)
LDt -0.033(0.818)
-0.141
(0.328)
-0.115
(0.426)
0.126
(0.384)
0.001
(0.994)
AGEt 0.270(0.058)
0.329*
(0.020)
0.243
(0.089)
0.392**
(0.005)
0.309*
(0.029)
SIZE
0.130
(0.368)
-0.004
(0.977)
-0.049
(0.734)
0.107
(0.459)
-0.015
(0.920)
CONTROL -0.075
(0.604)
-0.060
(0.679)
-0.054
(0.708)
-0.012
(0.932)
-0.026
(0.858)i) Promoter
ii)Non-Promoter 0.075(0.604)
0.060
(0.679)
0.054
(0.708)
0.012
(0.932)
0.026
(0.860)
Figures in the bracket indicate the exact level of significance (p --- values)
**Correlation is significant at the 0.01 level (2- tailed).
*Correlation is significant at the 0.05 level (2- tailed).
Source: Annual Reports of the sample companies
Correlation of Dividend Yield with the Independent Variables
The relationship of selected independent variables with dividend yield
has also been analyzed through Pearson’s correlation coefficients, the details of
which have been presented in table 3.10. The data about correlation
coefficients presented in the above mentioned table brings to fore that unlike
the other two dependent variables, the dividend yield is found to be
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significantly correlated with four explanatory factors viz, pattern of past
dividends, age of the companies, current year’s earnings and past year’s
earnings. Although the dividend yield has been found statistically significantly
related with these explanatory factors but not consistently. With respect to
current year’s earnings and past year’s earnings the relationship with dividend
yield has been found statistically significant during the first year of the
reference period only and with regard to tax ratio in the fourth year and for the
remaining part of the reference period, the relationship has been found
positively and consistently correlated but not significantly. Similarly the
relationship between the dividend yield and age of the companies has not been
found consistently significant. As can be seen from the data contained in the
above referred table that the relationship between age of the companies and
dividend yield is statistically significant for three years only viz, 2006-07,
2008-09 and 2009-10 and the relationship for the other two years is positive but
not strong. It can also be seen from the above mentioned table that the
relationship of dividend yield and pattern of past dividends is statistically
significant but not for the entire reference period. The dividend yield has been
found consistently, positively and significantly correlated with the pattern of
past dividends during the first four years out of the five years of the reference
period. With the rest of explanatory factor viz, expected future earnings, cash
position, cash flows during the year, capital expenditure and financial leverage,
the relationship with dividend yield has been found either ‘positive or
negative’, in some cases consistently and in some cases not through-out the
reference period. Further it can be seen from the table that the relationship
between the dividend yield and these explanatory factor is weak. What can be
concluded from the above discussion is that although five explanatory factors
have been found to have significant relationship with the independent variable
i.e. dividend yield, yet with regard to only one factor namely pattern of past
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dividends, the relationship has been found consistently significant for the first
four years and with regard to age of the companies relationship has been found
consistently significant for three years only. As such it can be concluded that
the pattern of past dividend has a meaningful relationship with dividend yield
and the relationship of the age of the companies can also be concluded to be
meaningful but to some extent only. Rest of the explanatory factors including
those three factors whose relationship has been found significant for one year
in each case, it can be safely concluded that these factors have no influence on
dividend yield. It is also worth mentioning that pattern of past dividends was
also found to have significant relationship with another dependent variable
namely dividend payout.
Regression Results
Correlation coefficient only reveals whether there exists positive or
negative relationship between the dependent variable and explanatory variables
and also whether the relationship is statistically significant or insignificant. But
the overall objective of the present study was to determine the factors that play
a dominant role in respect of corporate dividend behavior. To fulfill this
objective, multiple regression has been used which clearly enables to delineate
between the dominating and non-dominating explanatory factors. The
regression coefficient indicates the amount of change in the value of dependent
variable for a unit change in the independent variables. Further R2 -- the
coefficient of determination, gives an estimate of the proportion of variance of
dependent variable accounted for by the independent variable. The value of R2
varies between 0 and 1. An R2 of zero implies that the predictor accounts for
none of the variability of ‘Y’ by ‘X’. Similarly, R2 of 1 reveals perfect
prediction of ‘Y’ by ‘X’. The higher is the value of R2, the closer is the
relationship between the variables.
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To determine the major determinants of dividend policy, multiple
regression has been used. Multiple regression equations have been operated
between each dependent variable and the independent variables at a time for
each year under study. Statistical test of significance at 1% and 5% level of
significance by means of t-statistics has also been computed on the results thus
obtained. The results of regression analysis have been presented for the three
dependent variables separately below in 3.11 to 3.13.
Table 3.11: Results of Multiple Regression during 2005-2006 to 2009-2010
(Dependent Variable: DP)
Explanatory
Variables
DIVIDEND PAYOUT
2005-06
(R2 = 35.0%)
2006-07
(R2 = 37.6%)
2007-08
(R2 = 29.3%)
2008-09
(R2 = 43.8%)
2009-10
(R2 = 25.0%)
Et Coeff.(t-value)
-0.010336
(-1.55)
-0.001083
(-0.21)
0.002865
(0.69)
-0.003894
(-1.60)
-0.002978
(-0.75)
Et-1 Coeff.(t-value)
0.002224
(0.44)
-0.003711
(-0.55)
-0.009924
(-1.36)
-0.000087
(-0.04)
-0.000493
(-0.11)
Et+1 Coeff.(t-value)
0.0000495
(0.19)
0.0000354
(0.26)
0.0000109
(0.09)
-0.0007755
(-1.89)
-0.0006033
(-1.37)
CPt Coeff.(t-value)
0.0001366
(0.55)
0.0001446
(0.66)
0.0000258
(0.13)
0.0000787
(0.76)
0.0001662
(1.00)
CFt Coeff.(t-value)
-0.000418
(-0.35)
-0.0008875
(-1.11)
0.0000956
(0.15)
-0.0000570
(-0.17)
-0.0004307
(-0.68)
TRt Coeff.(t-value)
-0.2773
(-1.11)
-0.1900
(-1.00)
-0.3120
(-0.99)
-0.1182
(-0.68)
-0.0357
(-0.10)
AVGDIV
t-1
Coeff.
(t-value)
0.03573**
(3.40)
0.023447**
(3.36)
0.023864**
(2.74)
0.016578**
(4.12)
0.015210*
(2.65)
CEXt Coeff.(t-value)
0.001032
(0.89)
-0.0007453
(-0.76)
-0.000590
(-0.21)
0.0011625
(1.83)
0.0004587
(0.77)
LDt Coeff.(t-value)
-0.3307
(-0.39)
0.8715
(1.41)
-0.703
(-0.45)
-0.3082
(-0.35)
-1.261
(-0.97)
AGEt Coeff.(t-value)
0.1321
(1.28)
0.09033
(1.08)
0.0632
(0.59)
0.02185
(0.29)
0.0457
(0.41)
Constant Coeff.(t-value)
29.664**
(4.75)
26.295**
(3.84)
32.149**
(3.88)
27.745**
(5.14)
31.64**
(3.02)
Figures in the bracket indicate the exact level of significance (p --- values)
**Correlation is significant at the 0.01 level (2- tailed).
*Correlation is significant at the 0.05 level (2- tailed).
Source: Annual Reports of sample companies
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Regression Results Taking Dividend Payout as the Dependent Variable
Perusal of table 3.11 which contains the regression coefficient of all the
twelve explanatory variables reveals that the impact of current year’s earnings
(Et) has been positive in the year 2007-08 and negative in the year 2005-06,
2006-07, 2008-09 and 2009-2010. This impact is statistically insignificant. The
impact of past year’s earnings (Et -1) has been found negative through-out the
study period except in the year 2005-06. In case of expected future earning
(Et+1) the impact has not been unidirectional (either positive or negative). This
impact is also not significant. In case of cash position (CPt) the impact is
positive and not significant through out the period under study. From the
regression results it can be observed that the impact of cash flow (CFt) is
negative through out the study period barring one year i.e. 2007-08. This
impact also is not significant. Clear and significant result is not found in case of
impact of tax ratio (TRt), capital expenditure (CEXt) and financial leverage
(LDt). In case of pattern of past dividends (AVGDIVt-1) positive and significant
impact has been found through out the study period. In case of age of the
companies positive and non-significant impact has been found. The constant
factor is also found to be positive and significant at 1% level in all the years of
study. Since there exists positive and significant association only between
pattern of past dividends and dividend payout and rest of the variables have
disclosed insignificant relationship, as such, only the pattern of past dividends
can be concluded to be a major determinant of dividend payout. Regression
results have shown that all other variables do not influence the dividend
payment behavior of the sample companies. Thus, it can be concluded that the
ability of the sample companies to pay dividends depends on the history of past
dividends which in other words means that the companies have tried to
maintain stability in dividend payments by paying dividends regularly
regardless of other firm characteristics like earnings, cash flows, capital
expenditure etc. It is interesting to note here that Pearson’s correlation
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coefficients have also shown significant relationship between pattern of past
dividends and dividend payout thus confirming the results of multiple
regression. Regression results taking dividend payout as the dependent variable
has shown low R2 values in all the years of study. In fact, the range is as low as
25% to 43.8%. This low R2 value signifies that dividend payment is poorly
explained by the explanatory variables taken under study. This is also
substantiated by the significance of t-value for constant factor. It can be seen
from the above referred table that the coefficient of selected constant factor is
statistically significant through-out the study period which is indicative of the
fact that there are some other factors which have bearing on dividend decision.
Table 3.12: Results of Multiple Regression during 2005-2006 to 2009-2010
(Dependent Variable: DR)
Explanatory
Variables
DIVIDEND RATE
2005-06
(R2 = 41.9%)
2006-07
(R2 = 50.6 %)
2007-08
(R2 = 48.0 % )
2008-09
(R2 = 16.7%)
2009-10
(R2 = 6.4%)
Et Coeff.(t-value)
-0.06785
(-0.70)
0.00890
(0.13)
0.11230*
(2.18)
0.08359
(1.44)
0.1601
(0.90)
Et-1 Coeff.(t-value)
-0.00635
(-0.09)
-0.06199
(-0.71)
-0.25138**
(-2.76)
-0.05586
(-1.05)
-0.1562
(-0.77)
Et+1 Coeff.(t-value)
0.016170**
(4.19)
0.008614**
(4.85)
0.007627**
(4.97)
-0.014187
(-1.45)
-0.00925
(-0.47)
CPt Coeff.(t-value)
-0.001685
(-0.47)
0.005683*
(2.01)
0.001585
(0.66)
0.001643
(0.66)
0.004777
(0.65)
CFt Coeff.(t-value)
0.01307
(0.76)
-0.01878
(-1.82)
-0.000802
(-0.10)
-0.005505
(-0.71)
-0.01446
(-0.52)
TRt Coeff.(t-value)
2.237
(0.62)
0.926
(0.38)
1.492
(0.38)
-4.407
(-1.07)
-2.47
(-0.16)
AVGDIV
t-1
Coeff.
(t-value)
0.2241
(1.47)
0.21896*
(2.43)
0.3418**
(3.14)
0.03883
(0.40)
0.0851
(0.33)
CEXt Coeff.(t-value)
0.00439
(0.26)
-0.01380
(-1.08)
-0.01972
(-0.56)
0.00017
(0.01)
-0.00901
(-0.34)
LDt Coeff.(t-value)
-19.43
(-1.57)
-14.028
(-1.76)
-31.82
(-1.64)
-19.02
(-0.91)
-45.16
(-45.16)
AGEt Coeff.(t-value)
-0.562
(-0.37)
0.854
(0.79)
0.873
(0.65)
-0.136
(-0.08)
-1.622
(-0.32)
Constant Coeff.(t-value)
198.32*
(2.19)
152.73
(1.73)
207.2*
(2.01)
312.6*
(2.43)
470.9
(1.01)
Figures in the bracket indicate the exact level of significance (p --- values)
**Correlation is significant at the 0.01 level (2- tailed).
*Correlation is significant at the 0.05 level (2- tailed).
Source: Annual Reports of sample companies
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Regression Results Taking Dividend Rate as the Dependent Variable
From the regression analysis of dividend rate and various explanatory
variables, the results of which have been presented in table 3.12 which reveals
that the impact of current year’s earnings after tax (Et) has been negative in the
year 2005-06 then positive through out the study. This impact is statistically
insignificant (except in the year 2007-08). The impact of previous year’s
earnings (Et-1) has been negative through out the study period, however,
statistically significant in one year only. In case of expected future earnings
(Et+1), it has not been unidirectional (either positive or negative) but the impact
is statistically significant in the years 2005-06, 2006-07, 2007-08 and
insignificant in the year 2008-09 and 2009-10. In case of cash position (CPt)
the impact is negative in the year 2005-06 then positive through out the study.
In case of cash flow (CFt), the impact is positive in the year 2005-06 and
negative through out the study period. In case of tax ratio (TRt), positive impact
has been seen in the year 2005-06 to 2007-08 then negative in the year 2008-09
and 2009-10. The impact of pattern of past dividends (AVGDIVt-1) has been
positive through out the study period. The result in this case is statistically
significant in the year 2006-07 at 5% and 1% in the year 2007-08. Clear and
significant results have not been found in case of capital expenditure (CEXt)
and age of the companies. Regarding financial leverage (LDt), the regression
results have been found generally negative but not significant. The constant
factor is also found to be positive in all the years of study and significant at 5%
level in 2005-06, 2007-08 and 2008-09.
What can be concluded from the above is that only two explanatory
variables viz., expected future earnings and pattern of past dividends can be
regarded as major determinants of dividend rate as their regression results have
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been found statistically significant between 1% to 5% level of significance
during the first three years. This in other words means that the ability of the
sample companies to pay dividend depends upon expected future earnings and
pattern of past dividends. On the basis of this finding it can be said that the
companies expecting growth in future earnings are likely to pay more
dividends. Besides the companies having the history of past dividends are
likely to pay dividends in future as well so as to ensure stability in dividend
paying behavior perhaps due to the information value of dividend payments.
The other inference that can be based on this finding is that the companies
having the history of paying dividends regularly are likely to pay dividends in
future regardless of other things viz, cash position, capital expenditure, current
year’s earnings after tax, tax ratio etc. Regression results in case of current
year’s earnings, past year’s earnings and cash position have been found
statistically significant but for one year only in each case, as such these
explanatory factors can not be regarded as important determinants of dividend
rate. The regression coefficients of all other factors have been found
statistically insignificant thus these can be regarded to have either least or no
influence on dividend payment behavior of sample companies. It is interesting
to note here that in case of dividend payout only one explanatory factor viz,
pattern of past dividends was found as major determinant of dividend behavior
but with regard to this dependent variable i.e. dividend rate, in addition to
pattern of past dividends, expected future earnings has also been found to have
influenced the dividend payment. The other interesting fact is that Pearson’s
correlations had shown significant relation of dividend rate only with expected
future earnings, however, multiple regression coefficients have shown
statistically significant association with the pattern of past dividends in addition
to future earnings. Regression results taking dividend rate as the dependent
variable has shown low R2 values in all the years of study. In fact, the range is
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as low as 6.4% to 50.6%. This low R2 value signifies that dividend yield is
poorly explained by the explanatory variables taken under study. This is also
substantiated by the significance of t-value for constant factor. It can be seen
from the above referred table that the coefficient of selected constant factor is
statistically significant for three years which is indicative of the fact that there
are some other factors which have bearing on dividend decision.
Table 3.13: Results of Multiple Regression during 2005-2006 to 2009-2010
(Dependent Variable: DY)
Explanatory
Variables
DIVIDEND YIELD
2005-06
(R2 = 29.5%)
2006-07
(R2 = 35.0%)
2007-08
(R2 = 30.0%)
2008-09
(R2 = 44.0 %)
2009-10
(R2 = 31.0%)
Et Coeff.
(t-value)
-0.0002218
(-0.52)
0.0005128
(1.40)
0.0000531
(0.23)
-0.0002572
(-1.16)
0.0003708
(1.56)
Et-1 Coeff.
(t-value)
0.0002858
(0.89)
-0.0007062
(-1.46)
-0.0002938
(-0.73)
0.0000836
(0.41)
-0.0005745*
(-2.10)
Et+1 Coeff.
(t-value)
-0.00000827
(-0.49)
-0.00000811
(-0.83)
-0.00000063
(-0.09)
-0.00004380
(-1.17)
-0.00001625
(-0.61)
CPt Coeff.
(t-value)
-0.00000451
(-0.29)
0.00001708
(1.10)
0.00000381
(0.36)
0.00001532
(1.62)
0.00001173
(1.18)
CFt Coeff.
(t-value)
0.00003515
(0.46)
-0.00005599
(-0.98)
-0.00000256
(-0.07)
-0.00003462
(-1.16)
-0.00003460
(-0.92)
TRt Coeff.
(t-value)
0.01605
(1.00)
0.01552
(1.14)
0.00668
(0.38)
0.01254
(0.79)
0.02394
(1.14)
AVGDIV
t-1
Coeff.
(t-value)
0.0004198
(0.63)
0.0010762*
(2.17)
0.0010242*
(2.14)
0.0010742**
(2.93)
0.0008590*
(2.50)
CEXt Coeff.
(t-value)
-0.00003786
(-0.51)
-0.00014291*
(-2.03)
-0.0000066
(-0.04)
0.00004634
(0.80)
0.00001604
(0.45)
LDt Coeff.
(t-value)
-0.03360
(-0.62)
-0.03652
(-0.83)
-0.07143
(-0.83)
-0.04078
(-0.51)
-0.04752
(-0.61)
AGEt Coeff.
(t-value)
0.006223
(0.94)
0.010270
(1.73)
0.006264
(1.06)
0.008040
(1.17)
0.008925
(1.32)
Constant Coeff.
(t-value)
1.0088*
(2.53)
0.6027
(1.24)
0.9982*
(2.19)
0.9697
(1.97)
0.5779
(0.92)
Figures in the bracket indicate the exact level of significance (p --- values)
**Correlation is significant at the 0.01 level (2- tailed).
*Correlation is significant at the 0.05 level (2- tailed).
Source: Annual Reports of sample companies
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Regression Results Taking Dividend Yield as the Dependent Variable
From the regression analysis results between dividend yield and
explanatory variables presented in table 3.13 it can be seen that the impact of
current year’s earnings (Et) and past year’s earnings (Et-1) has not been
unidirectional but either positive or negative. The impact is also statistically
insignificant through out the study period barring one year 2009-10 in case of
Et-1. In case of expected future earnings (Et+1) the impact has been negative and
non-significant through out the reference period. From the regression results it
can also be seen that the impact of cash position (CPt) is positive and non-
significant through out the period barring the year 2005-06. With regard to
other factors viz, tax ratio, financial leverage and age of the companies, the
regression results also disclose insignificant relationship with the dependent
variable namely dividend yield as can be observed from the data presented in
the above referred table. As becomes clear from the table that there exists
positive and consistent association between the dividend yield and the pattern
of past dividends (AVGDIVt-1) for the last four years of the reference period
and in case of capital expenditure (CEXt) the association is statistically
significant for one year only and for the rest of the period it is insignificant.
The constant factor is also found to be positive in all the years but is
statistically significant at 5% level of significance in 2005-06 and 2007-08
only.
What emerges from the above discussion is that only one explanatory
factor viz, pattern of past dividends (AVGDIVt-1) shows consistently,
statistically significant association with the dependent variable. Thereby
meaning that this factor alone can be considered major determinant of dividend
behavior of sample companies. Since the rest of the factors show insignificant
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association as such can be regarded to have no influence on dividend behavior
of the sample companies. The pattern of past dividends has also been found to
have statistically significant association with the other two dependent variables
viz, dividend payout and dividend rate. The Pearson’s correlation coefficients
have also shown significant relationship of the dividend yield with the pattern
of past dividends, thus confirms the results of regression analysis. Pearson’s
correlation coefficients have also revealed significant relationship of dividend
yield with the age of the companies though not consistently but the extent of
this relationship has not been confirmed by multiple regression analysis. R2
value in this respect is not high in all the years of study. In fact the range is as
low as 29.5% to 44.0%. This low R2 values signifies that dividend yield is
poorly explained by the explanatory variables taken under study. This is also
substantiated by the significance of t-value for constant factor. It can be seen
from the above referred table that the coefficient of selected constant factor is
statistically significant for two years which is indicative of the fact that there
are some other factors which have bearing on dividend decision.
Conclusion
An analytical study made in a comprehensive manner about relating to
the trends in the dividend payment, it has been gathered that there has been a
steady growth in the payments of dividends by the companies chosen under the
group. This positive upward trend in payments have specifically seen in the
areas of profits-making and followed by dividends distributions. This leads us
to understand that companies in the process of profits increase do not find any
reason to reverse the trends in payments and instead share the achievement
with the shareowners. Majority of the companies noticed having paid dividends
fall mostly under the group of Petroleum, Power and Diversified. Contrary to
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the above fact, the companies having paid least amount of dividends have been
observed falling from Pharmaceuticals, Chemicals, Minerals & Natural
Resources sectors. But in either cases, none of the companies mentioned have
ever stopped the payments of dividends to share owners.
The second part of objective relating to know the nature of relationship
between two important groups involving variables which have for the purpose
of study been classified into two groups viz., dependent variables and
independent variables. The study of correlation between two groups revealed
that the independent variables while subjected to finding their impact on their
counterpart namely dependent variables, bring forth the conclusion that their
was no uniform impact of independent variables upon dependent ones; rather
varying impacts of positive and negative nature were observed. To elaborate on
the above fact, it can be pointed out that there exists consistently positive
correlation with some factors and consistently negative correlation with other
factors. In some exceptional cases the pattern of past dividends (AVGDIVt-1)
has been found positively correlated with all the three dependent variables.
However, relationship of pattern of past dividends with dividend payout and
dividend yield has been found statistically significant both at 1% & 5% level of
significance. While coming to application of regression model on the two
contending groups of variables with the purpose of finding out major
determinants of dividend policy, it has again lead us to conclusion that there
existed no uniform impact of explanatory variables with dependent variables.
However it can be safely concluded that the pattern of past dividend can be
regarded as major determinant of dividend payment.
Chapter – 4
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INTRODUCTION
cademic researchers couldn’t specify a theoretical optimal dividend
policy that simultaneously would fit all firms (a macro-level policy)
uniformly. Because of the complexities involved, it is skeptical that a one-size-
fits-all theory of dividend policy will ever gain acceptance. Over the years
researchers have proposed numerous theories on how imperfections—various
market frictions—might influence dividend policy. Each firm faces a
combination of potentially different market frictions with varying levels of
relevance; the optimal dividend policy for each firm may be unique. If each
firm has a uniquely optimal dividend policy, one should not be surprised that
significant statistical generalizations still elude researchers. The goal of this
research is to provide a comprehensive framework to assist/ help managers in
making dividend policy decisions. Corporate Financial Managers view
dividend decision as important and relevant decision. However any advice
offered to managers on how to set their dividend policies must be made at the
firm-specific level. These Corporate Financial managers must examine how the
various market frictions affect their firms, as well as their current claimholders,
to arrive at "Optimal" dividend policies for their firms. Usually management of
a firm believes that three market frictions are relevant to a firm: They are taxes,
asymmetric information, and agency costs. The firm's managers should
evaluate the impact on a dividend decision of each market friction in isolation
and then consider the potentially complex interaction of the three imperfections
before formulating a reasonable dividend policy.
A
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The present study is a fact finding research. In course of the study the
importance and nature of dividend decision in Indian corporate sector has been
examined. The various dimensions of dividend decisions have been dealt in the
light of the existing theories on dividend policy. The detailed review of
empirical studies and the research work has provided a direction and insight
into various determinants having a direct bearing on the dividend policy
decision of the firm. This may help the financial managers in handling the
crucial and the complicated dividend policy decision-making. The analysis of
trend of dividend payout ratio tries to bring a close shot on payout policy of the
companies belonging to select sample industries.
Summery of Research Methodology
Our research piece of work revolves round a group of select Indian
Companies enlisted in Indian Stock Markets such as National Stock Exchange
(NSE). For the purpose of extensive research we selected a sample of 50
companies covering their operational age from 10 years to 100 years
approximately. A special feature attached to this group of companies is that
these companies cover 19 (Nineteen) sectors both public and private and
account for 63 percent of the trading volume of NSE. Besides, this group of 50
companies represents 09 (Nine) different industry types viz-a viz,
Infrastructure, Construction & Engineering, Petroleum, Telecommunications,
Banking & Finance, Transportation, Pharmaceuticals, Chemicals, Minerals &
Natural Resources, Power and Diversified. To determine the factors of
dividend payout policy we resorted to use of different variables which cover
three dependent and twelve independent variables. To fulfill the research
objective we had to bank upon utilization of tools like Correlation and Multiple
regression methodology.
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Summery of Findings
The analysis of the first objective has unearthed the trends in dividend
payment. Through the analysis it is found that the sample companies during the
period of study have shown an increasing trend continuously. Average profit
After Tax of the sample companies had also shown an increasing trend. It is
also found that the dividends paid by the sample companies have increased
over the period with the increase in profits, which clearly showed that the
sample companies have shared prosperity with the shareowners by increasing
their payout ratios in line with the increase in profit after taxes. Majority of the
sample companies i.e. 98% have been found paying dividends during the study
period, payer companies have shown an increasing trend and the companies not
paying dividends have shown a declining trend. It has been found that out of
the 9 industries the maximum amount of dividend has been paid by Petroleum
Industry followed by Diversified, Power and least by Pharmaceuticals,
Chemicals, Minerals & Natural Resources Industry. Average dividend per
share also witnessed an increasing trend, maximum of which was paid by
Petroleum Industry. A fluctuating trend in all the industries have been found
with respect to dividend payout ratio, with the maximum by the Petroleum
industry and the least by the Pharmaceuticals industry.
In the second part of the study, we studied the correlation between
dividend payout and selected independent variables. The analysis of correlation
between the two has revealed that dividend payout is consistently and
positively correlated with the current year’s earnings after tax and previous
year’s earnings after tax and is negatively correlated with expected future
earnings, cash position, cash flows, tax ratio, leverage, control and the size of
the company. A positive and significant correlation is found between dividend
payout and the pattern of past dividends at both 1% and 5% level of
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significance and a negatively significant correlation with capital expenditure. In
other words, we can say that current dividends are more sensitive to past
dividends than to current earnings. The relationship of dividend rate as a
dependent variable with current year’s earnings, past year’s earnings, pattern of
past dividends and age of companies has been found consistently positive but
not statistically significant and that with cash position, cash flows during the
year, tax ratio, capital expenditure and leverage has been found consistently
negative. The findings are in conformity with earlier studies like Rozeff (1982)
and Collins and Wansely (1996). It has also been found that dividend rate is
positively and significantly correlated with expected future earnings during the
first three years and negatively but not significantly in the last two years.
Hence, from the inferences drawn, it is found that expected future earnings has
been found to influence the dividend payment of Indian corporate sector.
However, the preceding result findings are observed to be in conflict with other
empirical researches and it is true on the face of it that the future earnings are
found not carrying uniform effect on dividend payment even during the five
year period of research. The fact is also supported by the results drawn by
(Amidu and Arbor 2006). The study has also revealed that dividend yield
another dependent variable is positively and significantly correlated with
pattern of past dividends, age of the companies, current and previous year’s
earning after tax and the rest of the explanatory variables have shown either
fluctuation through out the study period.
The data about 50 companies representing all major sectors of NSE has
been collected from the year ending 31st March 2006 to 31st March 2010 and
analyzed using OLS regression. The evidence herein suggests that Pattern of
past dividends (AVGDIVt-1) has a statistically significant contribution in
predicting dividend payout, dividend rate and dividend yield. Next, it was
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demonstrated that dividend rate is more or less explained by a good number of
interdependent variables used in the study. But the explanatory power of these
variables comes down considerably in the matter of their relation with dividend
payout or dividend yield. The results also appear to be consistent with the
findings of other empirical studies (see Anupam et al., 2009). More
importantly, the results also suggest that past year’s earnings, expected future
earnings and constant factor have the maximum significant impact on selected
independent variable i.e. dividend rate while as the same factors have no
significant impact on other two dependent variables viz. dividend payout and
dividend yield. The other factors like cash flow, capital expenditure, size and
leverage have not proved to be affecting dividend policy. These results are
quite consistent with the statistical results of earlier studies (e.g., Goyal and
Pal, 2007; Bodla and Kumar, 2012; Muthusamy and Franklin 2010). The
findings of this study surprisingly establish a positive relationship between
corporate tax and dividend payout ratios during the first three years, indicating
that, increasing tax is associated with increase in dividend payout. This position
seems to also contradict existing literature.
Suggestions
Just as a proverb goes, “Face is the index of mind” similarly a
company’s business acumen, capital strength and dividend payment policies
are the core elements of attraction for any investor to invest his/ her hard
earned money with a firm or entity chosen on the basis of these fundamentals.
An investor is therefore, suggested to invest only after going through a
company’s past pattern of dividend payments and plan of placement of funds
for lucrative yield.
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Limitations of the Study
The loopholes that can be pinpointed out of the study are briefly
mentioned below:-
 The sample size of the selected companies, though top most and listed
on National Stock Exchange( NSE) is observed to be too small which
may not have lead us to meaningful inferences and may have vitiated
the chances of further exposure of inconspicuous elements for future
research. This limitation is, however, presumed to have given rise to
poor value of proven coefficient of determination viz., (R2 value). Thus,
other major related influencing factors of dividend decision appear to
have been put in a lurch and could not be studied in their individual
capacities of influences on each dependent variable.
 Though during the discourse, the constant factor applied has been found
to be consistently, positively significant; this evidently leaves a greater
space for inclusion of other set of explanatory variables that may have
bearing on dividend decision.
 Last but not the least; the study revolves round corporate sector working
absolutely under an Indian scenario. The study therefore, bears further
scope of research to cover corporate sector falling under International
scenario. This can provide us a research field on wider aspect of
objective and compel us to focus our attention for exhaustive research
on global level.
Directions for Future Research
No research work seems to be in its conclusive form without suggesting
the directions for future researchers as has been found while concentrating
upon all aspects of research tools and techniques applied by various scholars
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and researchers during the past and the present period. From the present study
it can be safely concluded that no uniform results could be obtained to indicate
the effects or influences of any of the explanatory variables applied except one
i.e. pattern of past dividend which proved to be influencing positively and
significantly. Referring to table no 3.11 to 3.13 in which around 12 different
variables have be selected for the results. The results so obtained prove that the
independent variables explain absolutely in a poor way the dependent
variables because the regression value (R2) obtained is on its lowest range.
Although numerous studies have examined various issues of dividend policy,
they have produced mixed and inconclusive results. Perhaps the famous
statement of Fisher Black about divined policy "the harder we look at the
dividends picture, the more it seems like a puzzle, with pieces that just do not
fit together" (Black, 1976, p. 5) is still valid. The literature on dividend policy
has produced a large body of theoretical and empirical research, no general
consensus has yet emerged after several decades of investigation, and scholars
can often disagree even about the same empirical evidence. The results of this
study reveal that there are variables other than the ones applied during the
present study which are expected to explain the dividend payout behavior of
Indian Corporate sector. In the segment of future research the need arises to
enhance the size of sample corporate entities along with its period of study.
Further, there is scope for selection of influencing factors for future research
analysis other than the ones applies in the present study.
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APPENDIX
Annexure 1
ANNEXURE 1
S&P CNX NIFTY
S&P CNX Nifty is a well-diversified fifty stock index accounting for twenty
two sectors of the economy. It is used for a variety of purposes such as
benchmarking fund portfolios, index-based derivatives, and index funds. S&P
CNX Nifty is owned and managed by India Index Services and Products Ltd
(IISL), which is a joint venture between NSE and CRISIL. IISL is India's first
specialized company focused upon the index as a core product. IISL has a
consulting and licensing agreement with Standard & Poor's (S&P), which is the
world leader in index services. The average total traded value for the period of
all Nifty stocks is approximately 56.58 per cent of the traded value of all stocks
on the NSE (As on 31st March 2011). Nifty stocks represent about 66.90 per
cent of the total market capitalization as on 30 December, 2011. S&P CNX
Nifty is professionally maintained and is ideal for derivatives trading.
Working of S&P CNX Nifty
S&P CNX Nifty is based upon sound economic research. A trillion calculations
were expended to evolve the rules inside the S&P CNX Nifty Index. The
results of this work are remarkably simple: (a) the correct size to use is fifty,
(b) stocks considered for the S&P CNX Nifty must be liquid by the "Impact
cost' criterion, and (c) the largest fifty stocks that meet the criterion go into the
index.
S&P CNX Nifty Index Reorganization
Reorganization means both inclusion and exclusion in the Nifty Index.
Annexure 1
Index Computation
S&P CNX Nifty is computed using market capitalization weighted method,
wherein the level of the index reflects the total market value of all the stocks in
the index relative to a particular base period. The method also takes into
account constituent changes in the index and importantly corporate actions
such as stock splits, rights, etc, without affecting the index value.
Criteria for Selection of Constituent Stocks
The constituents and the criteria for the selection of stocks are unique in this
respect. Selection of the index set is based on four criteria:
1 Liquidity (Impact Cost)
2. Market Capitalization
3. Floating Stock
4. Others
Liquidity (Impact Cost)
Impact cost of the S&P CNX Nifty for a portfolio size of `50 lakhs is 0.08%.
Impact cost is the cost of executing a transaction in a security in proportion to
the weightage of its market capitalization as against the index market
capitalization at any point of time. This is the percentage mark-up suffered
while buying/selling the desired quantity of a security compared to its ideal
price. (best buy + best sell)/2.
Market Capitalization
Companies eligible for inclusion in Nifty must have a six monthly average
market capitalization of `500 crores or more during the last six months.
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Floating Stock
Companies eligible for inclusion in S&P CNX Nifty should have at least 12 per
cent floating stock. For this purpose, floating stock shall mean stocks which are
not held by the promoters and associated entities (where identifiable) of such
companies.
Others
A company which comes out with an IPO will be eligible for inclusion in the
index, if it fulfils the normal eligibility criteria for the index, like impact cost,
market capitalization there and floating stock, for a three month period instead
of a six month period.
Source. www.nseindia.com
